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1. INTRODUCTION

This  ma tte r come s  be fore  the  Arizona  Corpora tion Commis s ion ("Commis s ion")

pursuant to the  decis ion and manda te  of the  Arizona  Court of Appea ls  in Cha pa rra l City

Wa te r Co. v. Ariz. Corp. Comm 're , No. 1 CA-CC 05-002 (Fe b. 13, 2007) (Ex. A-R13).1

In the  concluding paragraph of its  decis ion, the  Court s ta ted:

I
I
I
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I
I
I
I
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We  find  tha t the  Commis s ion  d id  no t comply with  the
re q u ire me n ts  o f Artic le  1 5 ,  S e c tio n  1 4 ,  o f tie  Ariz o n a
Cons titution when the  Commiss ion de te rmined the  ope ra ting
income  of Cha  a re a l City us ing the  origina l cos t ra te  ba s e
ins te a d of the  fla ir va lue  ra te  ba se . We  the re fore  va ca te  the
Commis s ion's  de cis ion a nd re ma nd. Howe ve r, we  a ls o find
tha t Cha pa rra l City ha s  not ma de  a  cle a r a nd convincing
s howing tha t the  Commis s ion 's  de cis ions  re ga rd ing  the
me th o d o lo g ie s  u s e d  to  d e te rmin e  c o s t o f e q u ity we re
unla wful or unre a s ona ble . Accordingly, a lthough we  va ca te
the  de cis ion, we  a ffirm the  Commis s ion 's  me thodologie s
used to de te rmine  the  cos t of equity. The  ma tte r is  remanded
to the  Commiss ion for furthe r de te rmina tion.

20

Id. a t 8, 1149.

Under these  circumstances , the  issues  properly before  the  Commission are  limited.

The  Commiss ion may not reopen or reconsider issues  tha t were  not ra ised on appea l. As

a  genera l rule , "[a ] remand sends  the  pending matte r back to the  body from which it came

where  furthe r action will be  limited by the  te rms  of the  manda te ." Sun City Wate r Co. v

Ariz. Corp. Comm 'n, 113 Ariz. 464, 466, 556 P .2d 1126, 1128 (1976) (following Harbert

Oil Co. v. S upe rior Court of Ma ricopa County, 86 Ariz. 303, 306, 345 P .2d 427, 429

(1959)). See  a lso Jordan v. Jordan, 132 Ariz. 38, 40, 643 P.2d 1008, 1010 (1982) (citing

numerous cases). The mandate  in this  case  provides

Cita tions  to the  record a re  made  a s  follows : Cita tions  to a  witne ss ' pre -filed te s timony
are  abbrevia ted us ing the  format se t forth on pages  iii to v, above , following the  Table  of
Contents , which a lso lis ts  the  hearing endiibit numbers  of the  parties ' pre -fi ed tes timony
Other hea ring exhibits  a re  cited by t hea ring exhibit number and, where  applicable , by
pa ge  numbe r, e .g., A-R13 a t 2. The  tra nscript of the  he a ring conducte d on J a nua ry 28
and 29, 2008, is  cited by page number, e .g., Tr. a t 1



now, THEREFORE, YOU ARE COMMANDED that
such proceedings be had in said cause as shall be required to
comply with the decision of this court,  a copy of the
MEMURANDUM DECISION being attached hereto

4
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Mandate, Chaparral City Water Co. v. Ariz. Corp. Comm 're, No. 1 CA-CC 05-002 (May

29, 2007) (emphasis in original)

Under these circumstances, Chaparral City Water Company ("Chaparral City" or

"the Company") submits that the issues before the Commission are as follows

What rate of return should be applied to Chaparral City's fair value rate

base to derive its operating income

Is Chaparral City entitled to recover a portion of the fees and expenses it

incurred in connection with its appeal of Decision No. 68176 (Sept. 30, 2005) and this

remand proceeding

Other issues have also been raised during this remand proceeding, including the

Residential Utility Consumer office's (RUCO's) attempt to challenge the Company's fair

value rate base ("FVRB") by suggesting that the reproduction cost study overstates the

current value of Chaparral City's utility plant and property devoted to public service, and

the Utilities Division's (Staff s) attempt to change the capital structure determined by the

Commission in Decision No. 68176 by substituting a new, hypothetical capital structure

for the Commission-approved capital structure. Neither the FVRB nor the Company's

capital structure were at issue in the initial phase of this case, nor were the FVRB or the

capital structure challenged on appeal. Therefore, these matters are outside the scope of

the Court of Appeals' mandate and cannot be re-litigated
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24 For this reason,
revenue-driven, may not
Smith Rmd. Dt. at 13
income] was not in dispute at the Court of Appeals,
revision in this remap proceeding.

the Com any has accepted Staff' s position that property taxes, although
Ee adjusted on remand. Bourassa Rod. Rj. at 2-3. See a so

("I am advised by Staff legal counsel that [net adjusted operating
and therefore should not be subject to

"), Smith Rmd. Sb. at 25 ("The Company's attempt to
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On re ma nd, Cha pa rra l City is  re que s ting tha t the  Commis s ion a pply the  ra te  of

re turn used to de te rmine  its  authorized opera ting income, 7.6 pe rcent, to the  correct ra te

ba s e  .- the  FVRB, a s  de te rmine d in De cis ion No. 68176. This  a pproa ch complie s  with

the  de cis ion a nd ma nda te  of the  Court of Appe a ls  be ca us e  it us e s  the  fa ir va lue  of

Cha pa rra l City's  pla nt a nd prope rty in a  me a ningful wa y. Se e  Ex. A-R13 a t 11-13, W

13-16. Applying the  ra te  of re turn to the  corre ct ra te  ba s e  re s ults  in a n incre a s e  in

ope ra ting income  of $251,525, a nd a n incre a s e  in re ve nue  of $409,666, which is  a

percentage  increase  of only 5.6 percent. Rind. Sch. A-1 (a ttached here to)

The  Compa ny a lso se e ks  re cove ry of a dditiona l ra te  ca se  e xpe nse  of $100,000

which is  no more  tha n ha lf of the  a dditiona l fe e s  a nd e xpe ns e s  tha t the  Compa ny ha s

incurred s ince  Octobe r 1, 2005, in connection with its  success ful appea l of Decis ion No

68176 and this  remand proceeding. See  Ex. A-R4 a t 9-13, Ex. A-R5 a t 21

The  revenue  de ficiency and the  additiona l ra te  case  expense  would be  recovered

through a  tempora ry surcha rge . The  ca lcula tion of this  surcha rge  is  shown on page  1 of

Fina l Remand Schedule  A-1. The  surcha rge  is  computed by dividing the  tota l amount of

wa te r s old during 2007 into the  a mount to be  re cove re d, $409,666, which produce s  a

s urcha rge  ra te  of $0.56 pe r 1,000 ga llons . Rmd. Sch. A-l. The  s urcha rge  would be  in

effect for 12 months  or until the  deficiency has  been recovered

Chaparra l City ma inta ins  tha t this  modes t increase  is  necessa ry and appropria te
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22
re -litiga te  the  a mount of prope rty ta xe s  ...
Decis lon No. 68176 was beyond the  scope of this  remand proceeding.

tha t wa s  de te rmine d by the  Commis s ion in

24

The  Company has  prepa red schedules  se tting forth its  fina l pos ition on remand, which
are  a ttached here to a t Tab A. These  schedules  a re  identica l to the  schedules  a ttached to
Mr. Boura s s a 's  re joinde r te s timony (Ex. A-R5), e xce pt tha t the  s urcha rge  a mount ha s
been reca lcula ted us ing the  ga llons  sold during 2007 ra the r than 2006 and the  e ffective
da te  of the  s urcha rge  is  a s s ume d to  be  Ma y l, 2008. Unle s s  othe rwis e  indica te d
references to the  Company's  schedules  will refer to the  a ttached schedules
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Mos t importa ntly, it will comply with the  Court of Appe a ls  de cis ion a nd ma nda te  by

us ing fa ir va lue  in a  me a ningful wa y in s e tting ra te s . The  othe r pa rtie s , unfortuna te ly,

continue  to advoca te  methods  tha t a re  based on the  Company's  his toric inves tment in its

utility plant and prope rty, and would pla inly viola te  the  fa ir va lue  s tanda rd if adopted by

the  Commiss ion. See, e .g., Ex. A-R13 at 13, 1116.

11. S UMMAR Y O F T HE P R IO R P RO CEEDING S BEF ORE T HE
C O MMIS S IO N AND T HE  C O MP ANY' S  AP P E AL  O F  DE C IS IO N n o .
68176

1
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A.

Chapa rra l City is  an Arizona  corpora tion engaged in the  provis ion of wa te r utility

se rvice . It se rves  approximate ly 12,000 cus tomers  within the  Town of Founta in Hills  and

a  portion of the  City of Scottsda le , in Maricopa  County. See  Ex. A-R6 a t 3.

On Augus t 24, 2004, the  Company applied for a  de te rmina tion of the  fa ir va lue  of

its  utility pla nt a nd prope rty de vote d to public s e rvice  a nd incre a s e s  in its  ra te s  a nd

charges  for se rvice , based on a te s t ye a r e nde d De ce mbe r 31, 2003. Se e  id a t 1-3. The

Compa ny sought a n incre a se  in re ve nue  of $1.77 million, or a pproxima te ly 29 pe rce nt.

Id a t 3. The  Compa ny's  propos e d incre a s e  in re ve nue s  would ha ve  produce d a n 8.21

percent ra te  of re turn on the  Company's  fa ir va lue  ra te  base . See  Bourassa  Rj., Schedule

A-1. Tha t ra te  of re turn, however, was  based on the  Commiss ion's  approva l of automatic

a djus tme nt me cha nis ms  tha t would a llow the  Compa ny to re cove r incre a s e s  in cos t of

purchased wate r and purchased power. If such mechanisms were  not approved, then the

Compa ny re que s te d a  re turn of 8.6 pe rce nt, ba se d on a  highe r cos t of e quity re sulting

from a dditiona l inve s tme nt ris k. EX. A-R6 a t 16. S e e  a ls o  Ex A-R13 a t 26-2745-47

(discuss ing the  denia l of the  risk adjus tment)..

Following the  s ubmis s ion of pre -file d  te s timony by the  Compa ny, S ta ff a nd

RUCO, a  he a ring wa s  conducte d be fore  a  duly a uthorize d Adminis tra tive  La w J udge ,

comme ncing on Ma y 31, 2005. De cis ion No. 68176 a t 2. Ultima te ly, the  Commis s ion

The Prior Proceedings  Before  the  Commis s ion
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3

is s ue d De cis ion No. 68176 on S e pte mbe r 30, 2005, a uthorizing a n incre a s e  in re ve nue  of

$1,107,596 a nd e s ta blis hing ne w ra te s  a nd cha rge s  for s e rvice . Ex. A-R6 a t 3 , 28, 38-39

41-44. The  Compa ny's  ne w ra te s  be ca me  e ffe ctive  on Octobe r 1 , 2005. Id . a t 43-44

In  s e tt in g  ra te s ,  th e  C o m m is s io n  e m p lo ye d  wh a t h a s  b e c o m e  kn o wn  a s  th e

"ba cking -in  me thod ," unde r wh ich  the  cos t o f ca p ita l a dop te d  by the  Commis s ion , 7 .6

pe rce nt, wa s  a pplie d to  the  Compa ny's  origina l cos t ra te  ba s e  ("OCRB") to  de te rmine  the

Co mp a n y's  a u th o rize d  o p e ra tin g  in co me . Th a t o p e ra tin g  in c o m e  wa s  th e n  u s e d  to

"tra ns la te " the  7.6 pe rce nt cos t of ca pita l into wha t wa s  ca lle d a  "fa ir va lue  ra te  of re turn

of 6 .34  pe rce n t.  Id . a t 28 . In  o the r words , ope ra ting  income  o f $1 ,294 ,338  wa s  d ivide d

in to  the  Compa ny's  fa ir va lue  ra te  ba s e  of $20,340,298 to  obta in  a  pe rce nta ge  re turn  of

6 .36  pe rce n t. If the  Compa ny's  FVRB ha d  be e n  $22  million  ins te a d , the  "fa ir va lue  ra te

o f re tu rn" in s te a d  wou ld  ha ve  be e n  5 .88  pe rce n t.  S imila rly, if the  FVRB ha d  be e n  $18

million , the  "fa ir va lue  ra te  o f re tu rn" would  ha ve  be e n  7 .19  pe rce n t. In  re a lity, the  cos t

of ca pita l, 7.6 pe rce nt, wa s  us e d a s  the  ra te  of re turn a nd a pplie d to the  OCRB to produce

the  re qu ire d  ope ra ting  income , re nde ring  the  fa ir va lue  de te rmina tion  re qu ire d  by the

Arizona  Cons titution me a ningle s s

5
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7

8

9

10

11
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17 Th e  Co u rt o f Ap p e a ls '  De c is io n

19

20

21

22

Th e  Co mp a n y s o u g h t re h e a rin g  o f De c is io n  No .  6 8 1 7 6 ,  wh ic h  wa s  d e n ie d  b y

ope ra tion of la w, a nd a ppe a le d the  de cis ion to  the  Arizona  Court of Appe a ls  purs ua nt to

ca s e ). In the  a ppe a l, two is s ue s  we re  pre s e nte d for re vie w

Doe s  the  "ba cking-in"
in  s e ttin g  ra te s ,  u n d e r wh ic h

me thod e mploye d  by the  Commis s ion
Ch a p a rra l C ity's  a u th o rize d

24 For regula tory purposes , the  ra te  of re turn is  the  amount of money ea rned by a  public
utility, ove r a nd a bove cos ts , e xpre s se d a s  a  pe rce nta ge  of the  ra te Ase "
Charle s  F. Phillips , J r., The  Regt action of PubZic Utilitie s  - Theory and Practice 375-76
(Zd ed. 1988)

operation



opera ting income and revenues are  based on the  his toric cost

of the  Arizona  Cons titution?

Wa s  the  Commis s ion's  a doption of its  S ta ffs  re comme nde d
e quity re turn of 9.3 pe rce nt a nd re sulting 7.6 pe rce nt re turn
on rate base arbitrary and unreasonable?

Ex. A-R9 a t 5.

With re s pe ct to the  firs t is s ue  on a ppe a l, the  Court of Appe a ls  found tha t "the

Commiss ion did not comply with re quire me nts  of Article  15, Se ction 14, of the  Arizona

Cons titution whe n the  Commiss ion de te rmine d the  ope ra ting income  of Cha pa rra l City

us ing the  origina l cos t ra te  ba s e  ins te a d of the  fa ir va lue  ra te  ba s e ." Ex. A-R13 a t 28,

'H 28. The  court expla ined:

The  Commiss ion is  required to nd the  fa ir va lue  of
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Under the  Arizona  Cons titution, a  public utility is  entitled to a
fa ir re turn on the  fa ir va lue  of its devoted to public
use. 1
the  utility's  prope rty a t the  time  of the  inquiry and to use  tha t
finding in s e tting jus t a nd re a s ona ble  ra te s . He re , the
Commis s ion de te rmine d Cha pa rra l City's  ope ra ting income
ba s e d on its  OCRB a nd the n ma the ma tica lly ca lcula te d a
corre s ponding ra te  of re turn ha d the  income  ba s e d on the
FVRB. Unde r th is  me thod , Cha pa rra l City's  ope ra ting
income , a nd the re fore  its  re ve nue  re quire me nts  a nd ra te s ,

eely,
which not comport wltl the

we re  not ba s e d on the  fa ir va lue  of its  pro
OCRB,
Cons titution.

does
but on its

Arlzona

Id. a t 11-12, 11 14 (cita tions  omitted). The  court did not direct the  Commiss ion to use  a

s pe cific  ra te  of re turn me thodology, but e mpha s ize d tha t the  "Commis s ion ca nnot

de te rmine  ra te s  based on the  origina l cos t, or OCRB, and then engage  in a  supe rfluous

mathematica l exe rcise  to identify the  equiva lent FVRB ra te  of re turn." Id. a t 13-14, 1117.

The  court a lso expla ined tha t under the  fa ir va lue  s tandard, ra tes  cannot be  based on the

inves tment made  in the  plant: "Ra tes  cannot be  based on inves tment, but must be  based

on the  fa ir va lue  of the  utility's  prope rty." Id. a t 13, 11 16 (citing Simms v. Round Valley

Ligh t & P owe r Co., 80 Ariz. 145, 151, 294 P .2d 378, 382 (1956), a nd Ariz. Corp

Comm 'n v. Ariz. Water Co., 85 Ariz. 198, 203, 335 P.2d 412, 415 (1959))

2.
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3

4

With respect to the  second issue  on appea l, the  Court of Appea ls  ruled in favor of

the  Commis s ion. EX. A-R13 a t 27-28, W 48-49. The  court he ld tha t "Cha pa rra l City's

objections  to the  me thodologies  used in de te rmining the  cos t of equity involve  ma tte rs  of

judgment within the  province  of the  Commiss ion" and tha t Chapa rra l City fa iled to make

a  clea r and convincing showing tha t the  Commiss ion's  decis ions  in these  ma tte rs  were

unreasonable  or unlawful." Id. a t 27-28, 1148. Consequently, the  cos t of equity adopted

by the  Commis s ion, which wa s  ba s e d on S ta ff' s  re comme nda tions , is  not a t is s ue  on

remand

Following a  three  month pe riod, during which the  Commiss ion cons ide red but did

not s e e k re vie w of the  Court's  de cis ion by the  Arizona  S upre me  Court, the  Court of

Appe a ls  is s ue d its  ma nda te  to the  Commis s ion on Ma y 29, 2007, comma nding the

Commiss ion "tha t such proceedings  be  had in [this ] cause  as  sha ll be  required to comply

with the  de cis ion of this  court." Afte r a n uns ucce s s ful a tte mpt by the  Compa ny to

discuss  s e ttle me nt, the  Compa ny file d sche dule s  for the  purpose  of complying with the

Court's  decis ion and mandate , requesting adjus tments  to its  ra tes  and charges  for service

and the  approval of a  surcharge  des igned to recover the  revenue  deficiency toge ther with

carrying costs  and additional ra te  case  expense . Ex. A-R3

Thereafte r, procedura l orders  were  issued by the  Adminis tra tive  Law Judge  se tting

da te s  for filing te s timony a nd for the  he a ring in the  re ma nd proce e ding. A he a ring wa s

conducte d on J a nua ry 28 a nd 29, 2008, a t the  conclus ion of which the  pa rtie s  we re

ordered to file  clos ing brie fs  and the ir fina l schedules
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111. THE F AIR  VALUE AND P RUDENT INVES TMENT METHO DS

In orde r to frame  the  primary is sue  be fore  the  Commiss ion ..- the  appropria te  ra te

of re turn to apply to the  fa ir va lue  of Chaparra l City's  plant and property - it is  necessa ry

to dis cus s  the  fa ir va lue  s ta nda rd a nd the  diffe re nce s  be twe e n tha t s ta nda rd a nd the

prudent inves tment or origina l cos t approach, unde r which ra te s  a re  se t on ba s is  of the



l l l l l

utility's  inve s tme nt in  pla nt, ra the r tha n the  pla nt's  curre nt va lue . As  s hown la te r in  this

brie f, the  a pproa che s  a dvoca te d by S ta ff a nd RUCO a re  roote d in the  prude nt inve s tme nt

me thod a nd, if a dopte d by the  Commis s ion, would a ga in viola te  Arizona  la w.

A.

In Arizona , utility ra te s  mus t be  e s ta blis he d on the  ba s is  of the  "fa ir va lue " of the

S imms ,

the  Arizona  S upre me  Court s ta te d:

Th e  Fa ir  Va lu e  S ta n d a rd
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It is  c le a r, the re fore , tha t unde r our cons titution a s  inte rpre te d
b y th is  c o u rt,  th e  C o mmis s io n  is  re q u ire d  to  fin d  th e  fa ir
va lue  of the  compa ny's  prope rty a nd  us e  s uch  find ing  a s  a

purpos e  o f c a lc u la ting  wha t a re  ju s t a nd
While  our cons titution doe s  not e s ta blis h

a  formula  for a rriving a t fa ir va lue , it doe s  re quire  s uch va lue
to  b e  fo u n d  a n d  u s e d  a s  th e  b a s e  in  fix in g  ra te s . The
reas onablenes s  and jus tnes s  of the  ra te s  mus t be  re la ted to this
finding of fa ir va lue .

ra te  ba s e  fo r the
reas onable  ra te s .

S imms , 80 Ariz. a t 151, 294 P .2d a t 382. Thre e  ye a rs  la te r, the  Arizona  S upre me  Court

fo llowe d Simms a nd s qua re ly re je cte d the  prude nt inve s tme nt a pproa ch, s ta ting:

This court has held that under our constitution the
Corporation Commission must find the fair value of the
properties devoted to the public use, and that in determining
the fair value the Commission cannot be guided by the
prudent investment theory nor can it use common equity as
the rate base standard The amount of capital invested is
immaterial. Under the law of fair value a utility is not
entitled to a fair return on its investment; it is entitled ro a
fair return on the fair value of its properties devoted to the
public use, no more and no less
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Ariz. Wa fe r, 85 Ariz. a t 203, 335 P.2d a t 415 (emphasis  added)

S imms  a nd Arizona  Wa te r provide  the  ba s ic cons titutiona l fra me work for ra te

making in Arizona , and have  been cons is tently followed by Arizona  courts . In 2001, the

Arizona  Supreme  Court rea ffirmed tha t in a  monopoly se tting, fa ir va lue  is  the  "exclus ive

ra te  ba s e " on which utility compa nie s  a re  e ntitle d to a  fa ir ra te  of re turn. US West

Communica tions , Inc. v. Ariz. Corp. Comm 'n, 201 Ariz. 242, 244-46, W 13-19, 34 P .3d
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351, 354-55 (2001) (summarizing Arizona  court decis ions  requiring the  use  of fa ir va lue

to se t ra tes  in a  monopolis tic se tting). Even more  recently in Phe lps  Dodge  Corp. v. Ariz.

Corp. Comm 'n, 207 Ariz. 95, 83 P.3d 573 (App. 2004), the  Court of Appea ls  s ta ted:

In  monopolis tic  ma rke ts , "fa ir va lue  ha s  be e n  the  fa ctor b
which a  re a s ona ble  ra te  of re turn wa s  multiplie d to yie ld, wit ii
the  a ddition of ope ra ting e xpe ns e s , the  tota l re ve nue  tha t a

" Although US  WES T II he ld tha t
this ra te -of-re tum me thod for ra te s e tting ma y be
ina ppropria te  in  a  compe titive  e nvironme nt, it a ffirme d the
s u p re m e  c o u rt's  lo n g -s ta n d in g  vie w th a t th is  m e th o d  is
prope rly e mploye d in tra ditiona l, non-compe titive  ma rke ts .

corpora tion could e a rn.
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207 Ariz. a t 105, 1121 n. 8, 83 P.3d a t 583 n. 8 (App. 2004) (quoting US West, 201 Ariz.

at 245, 11 19, 34 P.3d at 355).

Under the  fa ir va lue  method, ra tes  a re  se t "according to the  actua l present va lue  of

the  a s se ts  e mploye d in the  public s e rvice ." Duque s ne  Light Co. v. Ba ra s ch, 488 U.S .

299, 308 (1989). "Fa ir va lue  me a ns  the  va lue  of prope rtie s  a t the  time  of inquiry,"

Simms, 80 Ariz. a t 151, 294 P .2d a t 382, not s imply the ir his toric cos t or the  a mount

origina lly inves ted to build them. See  a lso Arizona  Pub. Serv., 113 Ariz. a t 370, 555 P.2d

a t 328 ("The  compa ny is  e ntitle d  to  a  re a s ona ble  re turn  upon the  fa ir va lue  of its

propertie s  a t the  time  the  ra te  is  fixed."), Cons olida te d Wa te r Utilitie s , Ltd. v. Ariz. Corp

Comm In, 178 Ariz. 478, 482 n. 6, 875 P .2d 137, 141 n. 6 (App. 1993) ("The  fa ir va lue

ra te  base  is  the  fa ir va lue  of the  company's  properties  within the  s ta te  a t the  time  the  ra te

is  live d.")

For this  re a son, the  "fa ir va lue  s ta nda rd mimics  the  ope ra tion of the  compe titive

ma rke t." Duque sne  Light, 488  U.S . a t 308-09 . A u tility is  a llowe d  to  be ne fit from

increases  in the  va lue  of the  property it devotes  to public se rvice , but a lso bea rs  the  risk

of obsolescence and other loss  of property value

In  the ory the S myth v. Ame s fa ir va lue  s ta nda rd mimics  the
ope ra tion  o f the  compe titive  ma rke t. To  th e  e xte n t th e
utilitie s ' inve s tme nts  in  pla nts  a re  good one s  (be ca us e  the ir
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be ne fits  e xce e d the ir cos ts ) the y a re  re wa rde d with a n
opportunity to e a rn a n "a bove -cos t" re turn, tha t is , a  fa ir
re turn on the  curre nt "ma rke t va lue " of the  pla nt. To the
extent utilitie s ' inves tments  turn out to be  bad ones  (such as
plants  tha t a re  cance led and so never used and useful to the
public), the  utilitie s  suffe r because  the  inves tments  have  no
fa ir va lue  and so jus tify no re turn
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Id  (quoting Smyth v. Ames, 169 U.S. 466, 547 (1898)) See also Bluefie ld Waterworks &

Improvement Co. v. Pub. Serv. Comm 'n, 262 U.S . 679, 690 (1923) ("lf` the  prope rty

which legally enters  into the  consideration of the  question of ra tes , has  increased in value

s ince  it was  acquired, the  company is  entitled to the  benefit of such increase .") (quoting

Willcox v. Consolida ted Gas Co., 212 U.S . 19, 52 (1909)), City of Tucson v. Citizens

Utilitie s  Wate r Co, 17 Ariz. App. 477, 480, 498 P .2d 551, 554 (1972) ("The  [Arizona

S upreme] Court re ite ra ted [in S imms] tha t fa ir va lue  meant 'va lue  of prope rtie s  a t the

time  of inquiry' which figure  will necessarily re flect the  current cos t of cons truction.")

The Prudent Inves tment/Original Cos t Approach

1 5

1 6

1 7

Justice's Brandeis' dissenting opinion in Missouri ex rel. Southwestern Bell Tel

Co. v. Public Serv. Comm 'n, 262 U.S. 276, 289-312 (1923), is generally regarded as the

genesis of the prudent investment or original cost approach to setting rates. See, e.g

Duquesne Light, 488 U.S. at 309. As explained by the Supreme Court, Justice Brandeis

accepted the Smyth v. Ames eminent domain ana logy, but
conclude d tha t wha t wa s  "ta ke n" by public utility re gula tion
is  not s pe cific phys ica l a s s e ts  tha t a re  to be  individua lly
va lue d , but the  ca pita l prude ntly de vote d  to  the  public
e nte rpris e  by the  utllity's  owne rs Unde r the  prude nt
inve s tme nt rule , the  utility is  compe ns a te d for a ll prude nt
inves tments  a t the ir actua l cos t when made  (the ir "his torica l"
cos t), irre s pe ctive  of whe the r individua l inve s tme nts  a re
deemed necessa ry or bene ficia l in hinds ight. The  utilitie s
incur fewer risks , but a re  limited to a  s tanda rd ra te  of re turn
on the actual amount of money reasonably invested

24 Id

26

The Court explained that the  "most serious problem" associated with the  fa ir value

s tanda rd, in Jus tice  Brande is ' view, was  "the  laborious  and ba ffling ta sk of finding the

10



pre sent va lue  of the  utility." Id. a t 309 n.5 (quoting Southwes te rn Be ll, 262 U.S. 276, 292

94 (Bra nde is , J . dis s e nting)). "The  [prude nt inve s tme nt] s ys te m a voids  the  difficult

va lua tion problems  encounte red unde r the Smyth v. Ames te s t be ca us e  it re lie s  on the

actua l his torica l cos t of inves tments  a s  the  ba s is  for s e tting the  ra te ." Id. a t 309 n.6. As

one  schola r has  expla ined, "Jus tice  Brande is  sought definiteness , s tability and readiness

of a sce rta inment. Unde r pre s e nt a ccounting pra ctice s , the  de finite ne s s  of a  prude nt

inve s tme n t ra te  ba s e  a nd  the  e a s e  with  wh ich  it ma y be  de te rmine d  ca nno t be

ques tioned." A. J . G. Prie s t, P rinciple s  ofP ublie  Utility Re gula tion 495 (1969).

Put s imply, unde r the  prude nt inve s tme nt s ta nda rd, a  utility's  ra te s  a re  ba se d on

the  his toric inves tment in its  plant, a s  recorded on the  utility's  books , while  under the  fa ir

va lue  s ta nda rd, a  utility's  ra te s  a re  ba s e d on the  curre nt va lue  of its  prope rty, not the

origina l cos t to build it. As  expla ined by the  Illinois  Supreme  Court,

[T]he  conce pt of fa ir va lue  holds  tha t it is  the  va lue  of the
utility's  prope rty de vote d to public s e rvice  upon which the
re a sona b e  ra te  mus t be  re turne d. It is  a  Va lue  concept and
not a  Cost concept. Sta ting it brie fly, a  cos t ra te  base  re flects
the  a mount of inve s te d ca pita l, whe re a s  a  va lue  ra te  ba s e
reflects  the  va lue  of the  asse ts  which the  utility has  devoted to
se rving the  public.

Union Elem. Co. v. III. Comm. Comm 'n, 396 N.E.2d 510, 516 (Ill. 1979) (e mpha s is
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supplied).

Notwithstanding Justice's Brandeis' dissent, the fair value standard continued to

be applied by the courts in determining the constitutionality of a utility's rates for more

than 20 years. See, Ag., Los Angeles Gas & Electric Corp. v. Railroad Comm'n, 289

U.S. 287, 305-312 (1933), United Rys. & Electric Co. v. West, 280 U.S. 234, 248-49

(1930), Mc Cardle v. Indianapolis Water Co., 272 U.S. 400, 408-12 (1926). In 1944, the

Supreme Court ceased its practice of scrutinizing the rate-setting methodologies of public

utility commissions under the fair value standard. The Court adopted in Federal Power

_11_



Comm 'n v. Hope  Natura l Gas , 320 U.S. 591 (1944), what has  become known as  the  "end

result" tes t, decla ring, in inte rpre ting the  federa l Natura l Gas  Act:

a n d  n o t th e  me th o d  e mp lo ye d  wh ic h  is
Under the  s ta tutory s tandard of "jus t and reasonable" it is  the
re s ult re a che d
controlling. It is  not the  theory but the  impact of the  ra te
orde r which counts . If the  tota l e ffect of the  ra te  orde r cannot
be  sa id to be  unjus t and unreasonable , judicia l inquiry is  a t an

re a c tha t re s ult
may conta in infirmitie s  is  not then important.

Hope  Na tura l Ga s , 320 U.S . a t 602 (cita tions  omitte d). Thus , the  commis s ion wa s  not

required to se t ra tes  based on the  fa ir va lue  of the  pipe line  company's  property to sa tis fy

cons titutiona l requirements . See also Duquesne, 488 U.S. a t 310 (discuss ing Hope).

e nd. The  fa ct tha t the  me thod e mploye d to

Arizona  courts  ha ve  ma de  it cle a r, howe ve r, tha t the Hope  Na tura l Ga s Court's

re fus a l to re quire  us e  of the  fa ir va lue  me thod doe s not a lte r the  e xpre s s  ma nda te  of

Article  15, S e ction 14 of the  Arizona  Cons titution. Inde e d, in Simms, the  firs t Arizona

decision to address Hope  Na tura l Ga s , the  Arizona  Supreme  court squa re ly re jected the

a pplica tion of Hope  Na tura l Ga s to ra te -ma king in Arizona , holding tha t the  Arizona

Constitution requires  the  fa ir va lue  of a  utility's  property to be  found and used as  the  ra te

base. Simms, 80 Ariz. a t 150-51, 294 P .2d a t 381-82. Se e  a ls o Iowa -Illinois  Ga s  a nd

Ele ctric Co. v. City of Fort Dodge , 85 N.W.2d 28, 38-44 (Iowa  1957) (discuss ing Hope

and subsequent cases  in concluding tha t fa ir va lue  must be  used under Iowa  law). In US

West, the  Arizona  Supreme Court a ffirmed tha t the  fa ir va lue  s tandard continues  to be  the

s ta nda rd by which utility ra te s  mus t be  s e t in a  monopolis tic s e tting, spe cifica lly noting

tha t on three  sepa ra te  occas ions , the  vote rs  de fea ted proposed amendments  to the  fa ir

va lue  provis ion of the  Arizona  Cons titution. US West, 201 Ariz. at 245-46 & n.2, 1111 10

19, 34 P .3d a t 354-55 & n.2. In s hort, re ga rdle s s  of wha t is  curre ntly done  in othe r

jurisdictions , the  fa ir va lue  s tandard is  the  s tandard by which ra tes  must be  se t in Arizona
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c .

The Arizona Supreme Coup rhetorically asked in US West, what is to be done

The Rate of Return Applied to a Fair Value Rate Base

12
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with the  finding of fa ir va lue?  Id. a t 245, 11 13, 34 P .3d a t 354. The  court answered tha t

ques tion by expla ining tha t "fa ir va lue  has  been the  factor by which a  reasonable  ra te  of

re turn wa s  multiplie d to yie ld, with the  a ddition of re a s ona ble  ope ra ting e xpe ns e s , the

tota l revenue  tha t a  corpora tion could earn. That revenue  figure  was  then used to se t

ra te s ." Id  (fo llo win g Sca re s  v. Ariz. Corp. Comm 'n, 118 Ariz. 531, 533-34, 578 P .2d

612, 614-15 (App. 1978)). Nothing in tha t opinion, the  Court of Appea ls ' decis ion in this

ca s e , or in  a ny othe r Arizona  de cis ion indica te s , howe ve r, tha t it is  pe rmis s ible  to

manipula te  the  ra te  of re turn to produce  a  re sult tha t is  equiva lent to us ing an OCRB, or

that the  reasonableness of ra tes  should be determined by reference to the  result that would

be  produced unde r the  prudent inves tment/origina l cos t me thod.5 This  would unlawfully

confla te  fa ir va lue  with prude nt inve s tme nt, unde rmining the  purpos e  of us ing the  fa ir

va lue  of a  utility's  prope rty a s  its  ra te  ba se . See , e .g., Ariz. Wate r, 85 Ariz. a t 203, 335

P.2d a t 415 ("the  Commiss ion cannot be  guided by the  prudent inves tment theory nor can

it use  common equity as  the  ra te  base  s tandard").

A use ful discuss ion of an appropria te  ra te  of re turn me thodology when fa ir va lue

is  used as  the  ra te  base  is  found in City ofAIton v. Comme rce  Comm 'n, 165 N.E.2d 513

(Ill. 1960). The re , the  commiss ion a uthorize d a  re turn of 5.6 pe rce nt on a  wa te r utility's

FVRB, re s ulting in a n incre a s e  in re ve nue  of 47.5 pe rce nt. 165 N.E.2d a t 515-16. The

intewenors  appea led the  decis ion to the  circuit court, which disa llowed the  re turn on the

FVRB be ca use  it would produce  a n e xce s s ive  re turn to the  common s tockholde r. Id. a t

516, 519. The  circuit court ca lcula te d the  ne t income  a va ila ble  for dis tribution to

s tockholde r, and divided tha t amount by the book va lue of the  utility's  common e quity

(App. 1994). But the
tha t did not approve  or disk

On a ppe a l, the  Commiss ion a tte mpte d to a rgue  tha t the  ba cking in me thod ha d be e n
approved in Litchfe ld Pa rk Se rv. Co. v. Ariz. Corp. Comm 'n, 178 Ariz. 431, 434~35, 874
P.2d 988, 991-92

prove  the  s e tting of a  "fa ir va lue  re turn"
ope ra ting income  produced y applying the  ra te  of re turn to OCRB. Ex A-R13 a t 10

court sa id tha t this  discuss ion was  mere ly dicta
by re fe rence  to the

26
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which re s ulte d in a n e quity re turn of 17 pe rce nt. Id a t 519. The  Illinois  Supre me  Court

re ve rs e d a nd uphe ld the  re turn on the  FVRB, e xpla ining tha t the  circuit court ha d

e rroneous ly a s sumed tha t the  "re turn on the  origina l common s tock inves tment was  the

re levant figure  in de te rmining the  rea sonableness  of an ove ra ll ra te  of re turn." Id. The

court expla ined

It is  we ll e s ta blis he d in Illinois  tha t the  utility is  e ntitle d to a
reasonable  ove ra ll re turn on the  fa ir va lue  of its  prope rty, not
the  ort a na l cos t.
s ta nda rd which is  e qua lly a pplica ble  in pe riods  of ris ing a nd
fa lling price  leve ls It would be  incons is te nt to judge  the
ove ra ll re turn on the  ba s is  of fa ir va lue  but judge  the  re turn
accruing to common shareholders  on the  bas is  of a  pa r va lue
which is  e s s e ntia lly origina l cos t. The s ign gieant figure is
the rate of return on common s tock va lue d a ffa ir va lue

This  provide s  a  fle xib le  ra te -ma king
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Id. (e mpha s is  s upplie d). S e e  a ls o Union Ele ctric , 396 N.E.2d a t 516 (quoting a nd

following City o f Alto n a nd re je cting the Hope "e nd re s ult" te s t a dvoca te d by the

commiss ion)

The court noted that there  are  several ways to determine a  reasonable  ra te  of re turn

on the  u tility's  common e quity va lue d  a t fa ir va lue . For e xa mple , the  "fa ir va lue

a ttributable  to the  common s tock might be  de te rmined by subtracting the  pa r [i.e ., book]

va lue  of debt and pre fe rred s tock, to re flect the  fact tha t a ll increments  in va lue  be long to

the  equity, or by dividing fa ir va lue  in the  same  pe rcentages  a s  book va lue ." Id. a t 520

The s e  a pproa che s  provide  a  ra tiona l fra me work for de ve loping a  fa ir ra te  of re turn

through the  we ighte d  cos t of ca pita l ("WACC") in  a  fa ir va lue  conte xt. The  firs t

approach recognizes that any increase  (or decrease) in property value inures to the  benefit

(or de triment) of the  equity holde rs . Thus , the  diffe rence  be tween the  OCRB and the  FV

ba la nce , a nd the  a djus te d e quity ba la nce  would be  us e d in the  WACC ca lcula tion to

See, e.g., Parcel Dt. at 5-7



de te rmine  the  cos t o f ca p ita l/ra te  o f re tu rn . The  s e cond  a pproa ch  a s s ume s  tha t the  FV

In c re me n t is  fu n d e d  e q u a lly b y a ll o f th e  co mp o n e n ts  o f th e  ca p ita l s tru c tu re ,  wh ich

re duce s  the  pote ntia l be ne fit to  the  e quity holde rs  whe n the  FV Incre me nt is  pos itive , but

a ls o  re duce s  the  po te n tia l de trime nt to  the  e qu ity ho lde rs  whe n  the  FVRB Incre me nt is

ne ga tive .

The  North  Ca rolina  S upre me  Court re quire d  the  firs t a pproa ch in  de te rmining  the

ra te  o f re tu rn  o n  fa ir va lu e  in S ta te  e x re l.  Utilitie s  Co mm'n  v.  Du ke  P o we r Co., 206

S .E .2d  269  (N.C. 1974). At the  time  th is  ca s e  wa s  de c ide d ,  North  Ca ro lina 's  s ta tu te

gove rn ing  ra te -ma king  re quire d  tha t "the  Commis s ion  s ha ll fix ra te s  which  will e na ble  a

we ll ma n a g e d  u tility to  e a rn a  ' fa ir ra te  o f re tu rn '  o n th e  'fa ir va lu e ' o f its  p ro p e rtie s

'us e d  a nd  us e fu l' in  re nde ring  its  s e rvice ." 206  S .E.2d  a t 276 . Thus , North  Ca ro lina  la w

wa s  a na logous  to  Arizona  la w. In  s e tting  in tra s ta te  ra te s  fo r Duke  P owe r, howe ve r, the

s ta te  c o mmis s io n  u s e d  a n  a p p ro a c h  s imila r to  th e  "b a c kin g -in " me th o d  u s e d  to  s e t

Ch a p a rra l City's  ra te s  in  De c is io n  No . 6 8 1 7 6 .  Th e  co mmis s io n  d e te rmin e d  th a t Du ke

P owe r's  cos t o f e qu ity wa s  ll pe rce n t. Tha t e qu ity cos t wa s  us e d , a long  with  the  a nnua l

in te re s t on the  u tility's  de bt a nd divide nds  on its  pre fe rre d s tock, to  compute  the  a mount

th a t wo u ld  b e  a  "fa ir" d o lla r re tu rn  to  th e  u tility o n  th e  a c tu a l c a p ita l in ve s te d  in  its

p ro p e rtie s ,  i.e . ,  th e  u tility's  O CRB. Th a t d o lla r re tu rn  wa s  th e n  u s e d  to  co mp u te  a n

ove ra ll re turn  of 7 .05  pe rce nt on  the  fa ir va lue  of the  u tility's  p rope rtie s . Id . a t 281 . The

court he ld tha t this  a pproa ch viola te d the  fa ir va lue  s ta nda rd be ca us e  it produce d the  s a me

tota l dolla r re tu rn  a s  if "the  fa ir va lue  o f the  p rope rtie s  ha d  be e n  e xa c tly the  s a me  a s
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Duke 's  a ctua l ne t inve s tme nt in  the  prope rtie s ." Id

Th e  c o u rt  a ls o  re a ffirm e d  th a t  th e  F V In c re m e n t  m u s t  b e  re c o g n iz e d  a s  a

compone nt of the  utility's  e quity in  de te rmining the  ra te  of re turn:

The  "fa ir va lue " incre me nt (fa ir va lue  of the  pla nt le s s
origina l cos t, deprecia ted) found by the  Commis s ion was
approximately $95,500,000. For rate of return purposes , this
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increment mus t be  added to the  equity component of Duke 's
actua l inves tment in its  e lectric plant. Duke  is  entitled [unde r
the  s ta tute ] to ea rn the  same  ra te  of re turn on this  increment
a s  it is  e ntitle d to e a rn on the  re ta ine d e a rnings  (s urplus )
which it has  re inves ted in its  pl.ant. The  wisdom of the  s ta tute

SO
the

is  not for us  or for the  Commis s ion. The  Le gis la ture  ha s
decreed and its mandate mu s t  b e obs e rve d  by
Commiss ion.

Id .

Duke  Power is  cons is te nt with the  vie w of the  Illinois  S upre me  Court in City of

Alton tha t the  diffe re nce  be twe e n OCRB a nd FVRB - the  FV Incre me nt - s hould be

re cognize d in de te rmining the  ra te  of re turn by a djus ting the  utility's  e quity ba la nce  to

include  the  FV Incre me nt a nd the n us ing the  a djus te d e quity ba la nce  to de te rmine  the

cos t of ca pita l. Tha t a pproa ch complie s  with the  fa ir va lue  s ta nda rd by a llowing the

utility a nd its  e quity inve s tors  to be ne fit from incre a s e s  in the  va lue  of the  prope rty

devoted to public se rvice , but a lso requiring the  utility and its  equity inves tors  to bear the

risk of obsolescence  and othe r loss  of prope rty va lue , which would re sult in a  downward

adjus tment to the  utility's  equity ba lance . As  the  Texas  Supreme  Court, in discuss ing the

fa ir va lue  s tandard, expla ined:

recognized tha t the  equity capita l in a  public

I
I

1

2

3

4

5

6

7

8

9

10

1 1

12

13

14

15

16

17

18

19

2 0

2 1

2 2

2 3

2 4

2 5

2 6

In 1899 a  fe de ra l court in  S a n Die go La nd & Town Co. v.
Na tiona l City,
utility wa s  e ntitle d to ris e  a nd fa ll with the  e conomic cycle
and tha t if the  ra te  of re turn were  based upon the  origina l cos t
of the  prope rty the  e quity owne rs hip would be  pe rma ne ntly
fixe d  ju s t  a s  it  is  in  th e  c a s e  o f a  s e c u re d  b o n d e d
indebtedness . And this , of course , without the  advantages  of
s e curity. In a fiinning this  ca s e , the  S upre me  Court put the
result square ly upon SmitN v. Ames, [169 U.S . 466 (l898)].

Ra ilroa d  Comm 'n  v. Hous ton  Na tu ra l Ga s  Corp ., 289  S .W.2d  559 , 565  (1956)

(discussing S a n Die go La nd & Town Co. v. City of Na fiona i City, 74 F. 79 (C.C.Ca l.

1896), a ffirme d 174 U.S . 739 (1899)) See  a lso Mc Cardle , 272 U.S . a t 411 ("It is  we ll

e s ta blis he d tha t va lue s  of utility prope rtie s  fluctua te , a nd tha t owne rs  mus t be a r the

decline  and a re  entitled to the  increase ."), Walke r Rod. Rb. a t 21 ("The  equity inves tors

I
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have  risked the ir capita l by inves ting in asse ts  tha t have  increased in va lue , and they a re

entitled to a  fa ir re turn on those  asse ts ."), Tr. 32-33.

Unde r the Duke  Powe r a pproa ch, if the  FV Incre me nt is  pos itive , the  WACC

would like ly be  highe r (be ca use  the  pe rce nta ge  of e quity in the  ca pita l s tructure  would

incre a s e ), producing a  highe r ra te  of re turn. If the  FV Incre me nt is  ne ga tive , howe ve r,

the  WACC would like ly be  lowe r (be ca us e  the  pe rce nta ge  of e quity in  the  ca pita l

s tructure  would de cre a s e ), producing a  lowe r ra te  of re turn. This  would  mimic  the

competitive  marke t, which is  the  purpose  of the  fa ir va lue  s tandard. Duquesne  Light, 488

U.S. a t 308-09.

The second approach suggested in City ofAiton would ins tead assume tha t the  FV

Increment is  supported by the  utility's  ove ra ll capita l s tructure , including its  outs tanding

debt and, if is sued, pre fe rred s tock. This  is  a  more  conserva tive  approach than the  North

Carolina  approach. Ins tead of adjus ting the  utility's  equity ba lance  upward or downward,

depending on whe the r the  FV Increment is  pos itive  or nega tive , to compute  the  WACC,

the  u tility's  a c tua l ca p ita l s truc tu re  is  u s e d  to  compute  the  WACC, withou t a ny

adjus tment. In  o the r words , if, a s  in  th is  ca s e , 58 .8  pe rce nt of the  u tility's  ca pita l

s tructure  is  common equity, then 58.8 pe rcent of the  FV Increment would be  a lloca ted to

the  common equity holde rs , ra the r than 100 pe rcent. This  means  tha t the  ultima te  re turn

dolla rs  to the  utility a nd its  inve s tors  will be  le s s  if the  FV Incre me nt is  pos itive  a nd,

conve rs e ly, highe r if the  FV Incre me nt is  ne ga tive , in  compa ris on to  a djus ting the

utility's  common e quity a s in Duke  Power. This  dampens  the  e ffect of us ing fa ir va lue  to

set rates.

Chaparra l City's  recommenda tion, discussed be low, is  cons is tent with the  second,

more  conservative  approach suggested in City o fAiton , in which the  Compa ny's WACC

of 7.6 pe rce nt is  a pplie d to its  FVRB without a ny a djus tme nt. Unde r S ta ff' s  a pproa ch,

the  WACC a ls o would be  a pplie d to the  Compa ny's  FVRB, but only whe n the  FVRB Q

_17-



less  than the  OCRB. Tr. 351. If the  FVRB e xce e ds  the  OCRB, howe ve r, S ta ff would

a s s ign a  "ze ro cos t" to the  FV Incre me nt unde r Alte rna tive  1, or a  nomina l cos t of 1.25

pe rce nt unde r Alte rna tive  2. P urce ll Dt. a t 5-6, 8-9. Thus , unde r S ta ffs  a pproa ch

utilitie s  re ce ive  no be ne fit if the ir inve s tme nts  a re  good one s , but will s uffe r if the ir

inve s tme nts  turn out to be  ba d one s . S ta ffs  "he a ds  I win, ta ils  you los e " a pproa ch is

1

2

3

4

5

6 its e lf unla wful

9

10 ) The  ris ks  a
a re  in la rge  part de fined by the  ra te  methodology

l)l1blic
re actively

14

[T]he impact of certain rates can only be evaluated in the
context of the system under which they are imposed. One of
the elements always relevant to setting the rate under Hope is
the return investors expect given the risk of the enterprise
Id., at 603, 64 S.Ct., at 288 ("[R]eturn to the equity owner
should be commensurate with returns on investments in other
enterprises having corresponding risks"
utility faces '
because utilities are virtually always monopolies
dealing in an essential service, and so immune to
the usual market risks. Consequently, a State s decision to
arbitrarily switch back and fort between methodologies in a
way which required investors to bear the r isk of bad
investments at some times while denying them the beef
good investments at others would raise serious constitutional
questions

Duquesne  Light, 488 U.S. a t 314-15 (emphasis  supplied)16

17

18

Iv. C HAP AR R AL C ITY' S  P O S ITIO N O N R E MAND AND ITS  R E Q UE S TE D
RATE ADJ US TMENTS  AND TEMP ORARY S URCHARGE

The Companv's Proposed Rate Adjustments
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A.

To comply with the  Court of Appe a ls ' de cis ion a nd ma nda te , Cha pa rra l City

proposes  that the  ra te  of re turn, 7.6 percent, be  applied to its FVRB of $20,340,298 This

produce s  a  re quire d ope ra ting income  of $1,545,863, a s  s hown on S che dule  A- 1

(a ttached he re to). To achieve  this  opera ting income, te s t yea r adjus ted revenue  mus t be

increased by $1,517,262, which is  $409,666 grea ter than the  revenue increase  authorized

in De cis ion No. 68176. Rmd. S ch. A-1. On a  pe rcentage  ba s is , the  ove ra ll revenue

increase is  5.6 percent

18
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Sche dule  A-1 a ls o conta ins  the  computa tion of the  s urcha rge  propos e d by the

Compa ny to re cove r the  re ve nue  de ficie ncy a nd a  portion of the  a dditiona l ra te  ca s e

e xpe ns e  incurre d by the  Compa ny in conne ction with the  a ppe a l a nd the  s ubs e que nt

remand proceeding. The  s urcha rge  ca lcula tion a s s ume s  tha t a djus te d ra te s  will be

imple me nte d on Ma y l, 2008 (i.e ., 31 months  a fte r the  ra te s  a uthorize d in De cis ion No

68176 became  e ffective ), and applie s  a  ca rrying cos t (inte res t ra te ) of 7.6 pe rcent to the

unre cove re d ba la nce . Rmd. Sch. A-1 a t 1. The  s urcha rge  is  compute d by dividing the

tota l a mount of wa te r s old during 2007, 1,960,436,000 ga llons , into the  a mount to be

recovered, $1,097,384, which produces  a  surcharge  ra te  of $0.56 per 1,000 ga llons . Id. a t

2.7 The  Company has  chosen to use  a  cha rge  pe r 1,000 ga llons  of wa te r, ra the r than a

cha rge  pe r me te r or s imila r conne ction-ba s e d cha rge , to continue  the  cons e rva tion

orie nte d price  s igna l to la rge  volume  wa te r us e rs  cons is te nt with the  Commis s ion's

dire ction in De cis ion No. 68176. S e e  Ex. A-R6 a t 28-31 (dis cus s ing ra te  de s ign), 39

(findings  of fact 19 and 20)

The  adjus ted ra te s  proposed by the  Company a re  based on the  inve rted-tie r ra te

des ign approved by the  Commiss ion in Decis ion No. 68176, a s  shown on Schedule  H-3

The  a ve ra ge  monthly bill for a  cus tome r on a  3/4-inch me te r (the  Compa ny's  la rge s t

cus tomer cla ss ) would increase  by $1.95 (5.69 pe rcent), excluding the  surcha rge . Rmd

Sch. A-1, p. 2, Rmd. Sch. H-4. with the  surcha rge  included, the  ave rage  monthly bill for

a  cus tomer on a  3/4-inch mete r would increase  by $7.10 (20.67 pe rcent). The  surcharge

is  te mpora ry, howe ve r, a nd would be  in e ffe ct for a  pe riod of 12 months  or until full

recovery is  made22

23

24
The  s urcha rge  me thodology propos e d  by S ta ff is  the  s a me  a s  the  Compa ny's

me thodology exe  t tha t S ta r; s  revenue  increa se  is  much sma lle r and S ta ff opposes  therecovery or any additiona l ra te  case  expense , resulting in a  much smalle r surcharge  ra te

or no s urcha rge  a t a ll unde r S ta ff Alte ra tive  1. Se e  Tr. 304-05, Smith Rmd. Dt., 21-23
and Attachments  RCS-2- Sch. A and RCS-3, Sch. A

26
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B. The Company's Recommendation Complies with the Fair Value
Standard

Cha pa rra l City's  re comme nda tion a ctua lly us e s  the  fa ir va lue  of the  Compa ny's

utility plant and property in a  meaningful way in se tting ra tes  and, the re fore , is  cons is tent

with the  Court of Appe a ls ' de cis ion a nd ma nda te . Se e  Ex. A-R13 a t 11-13. Cha pa rra l

City applies  the  pe rcentage  ra te  of re turn used in Decis ion No. 68176, de rived by means

o f the  WACC, to  the  co rre c t ra te  ba s e . S ta ff a nd  RUCO, in  contra s t, p ropos e

methodologies  tha t a re  rooted in origina l cos t concepts , i.e ., his toric inves tment in plant,

notwiths tanding the  Court of Appea ls ' decis ion to the  contra ry. See, e .g., id a t 13, ii 16

("[T]he  Commission appears  to be  advocating the  se tting of ra tes  based on the  investment

made  in the  plant. However, ra tes  cannot be  based on inves tment, but must be  based on

the  fa ir va lue  of the  utility's  prope rty.").
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1. The  Company's  Fa ir Va lue  Ra te  Bas e

Put s imply, the  ra te  base  is  the  va lue  of the  va rious  utility plant and property used

to provide  se rvice , le s s  accumula ted deprecia tion, funds  contributed by cus tomers , and

ce rta in othe r de ductions . See , e .g., S imms, 80 Ariz. a t 149-51, 294 P .2d a t 380-82

(dis cus s ing me thods  for va luing a  utility's  prope rty for ra te -ma king purpos e s ). In

a ccorda nce  with  Commis s ion  ru le  A.A.C. R14-2 -103 , Cha pa rra l City s ubmitte d

schedules  re flecting its  OCRB and its  reconstruction cost new less  deprecia tion ra te  base

("RCND"). Ex. A-R6 a t 9. To e limina te  dispute s , Cha pa rra l City use d the  a ve ra ge  of its

OCRB a nd its  RCRB a s  the  FVRB. Id S ta ff re comme nde d tha t the  Commiss ion use  the

s a me  me thodology to de te rmine  fa ir va lue . Id. RUCO did not oppos e  the  us e  of this

me thodology, but us e d its  own re comme nde d ra te  ba s e . Id. The  Commis s ion a dopte d

Cha pa rra l City's  FVRB, $20,340,298, finding tha t "the  a ve ra ge  of the  a djus te d OCRB

a nd RCND provide s  a  re a sona ble  me a sure me nt of the  curre nt va lue  of the  Compa ny's

prope rty de vote d to public s e rvice ." Id. The  Commis s ion's  de te rmina tion of the  FVRB
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was not challenged on appeal and, therefore, is  not a t issue on remand.

Neverthe less , RUCO's  witness , Dr. Johnson, has  contended tha t the  ave raging of

OCRB a nd RCND ove rs ta te d the  curre nt va lue  of Cha pa rra l City's  prope rty. J ohns on

Rmd. Dt. a t 32-34 , Tr. 177-78 , 189 . In re s pons e  to this  te s timony, the  Compa ny

presented rebutta l from Mr. Gis le r, a  regis te red civil engineer and the  Planning Manager

for Golde n S ta te  Wa te r Compa ny a nd Cha pa rra l City, who e xpla ine d tha t the  cos ts  to

build a  ne w wa te r sys te m toda y would e xce e d the  cos t of cons tructing Cha pa rra l City's

e xis ting sys te m. EX. A-Rl a t 1-2, 4-8. He  a lso e xpla ine d tha t, in contra s t to othe r type s

of utility se rvice , the  technology a ssocia ted with wa te r sys tems  has  changed little  s ince

World Wa r II. Id a t 3-4, 6. For e xa mple , Cha pa rra l City continue s  to us e  ductile  iron

pipe  for its  ma jor tra ns mis s ion ma ins . Id. a t 8-9. In Mr. Gis le r's  opinion a s  a  wa te r

s ys te m e ngine e r who is  fa milia r with the  Compa ny's  s ys te m, the  us e  of the  a ve ra ge  of

OCRB a nd RCND is  a  cons e rva tive  e s tima te  of the  curre nt va lue  of Cha pa rra l City's

pla nt. Id. a t 9.

The  Company a lso presented rebutta l from Mr. Walker, who is  an expert on utility

va lua tion te chnique s , a nd ha s  pe rs ona lly conducte d nume rous  va lua tion, cos t a nd

de pre cia tion s tudie s  for utilitie s . Ex. A-R2 a t 1-2, App. A. Mr. Wa lke r re vie we d the

recons truction cos t new ("RCN") s tudy prepared by Mr. Bourassa , and de te rmined tha t it

wa s  a  re a s ona ble  e s tima te  of RCN va lue s  a nd like ly unde rs ta te d the  Compa ny's  tota l

RCN va lue . Id. a t 3-4, 7. He  a lso re vie we d the  FVRB de te rmine d by Mr. Boura s sa  a nd

accepted by the  Commiss ion, and concluded tha t the  Commiss ion's  method of averaging

OCRB a nd RCND to de rive  the  FVRB is  a  ve ry conse rva tive  va lua tion a pproa ch. Id. a t

5. Mr. Wa lke r, more ove r, e xpla ine d tha t Dr. J ohns on ha s  confus e d s e ve ra l diffe re nt

va lua tion a pproa che s  a nd is  s imply s pe cula ting a bout the  cos t of re pla cing Cha pa rra l

City's  e xis ting sys te m. Id. a t 10-12. See also Gis le r Rmd. Rb. a t 3-4, 7-9

Dr. J ohns on s imply ignore d the  te s timony of Mr. Gis le r a nd Mr. Wa lke r. S e e
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gene ra lly Ex. R-R2. In fa ct, whe n a s ke d a bout the  de ta ils  of Cha pa rra l City's  wa te r

sys te m give n by Mr. Gis le r, Dr. Johnson wa s  una ble  to re ca ll e ve n s e e ing Mr. Gis le r's

te s timony. Tr. 175-76, 178. As  with the  re ma inde r of his  te s timony in the  re ma nd

proce e ding, Dr. J ohns on pre fe rre d to ta lk in va gue  ge ne ra litie s , s pe cula ting a bout the

reproduction and replacement of municipal water systems ra ther than address ing the  facts

in the  record re la ting to Chaparra l City and Chaparra l City's  sys tem. See  Tr. a t 176-78.

In s hort, RUCO's  a tte mpt to conte s t the  Compa ny's  FVRB on re ma nd is  a  re d

he rring. The  me thodologie s  use d to de te rmine  the  Compa ny's FVRB were  reasonable ,

and produced a  conservative result.

The  a rguments  aga ins t fa ir va lue  a re  a ll ones  of expediency,
not one s  of `us tice  or funda me nta l fa ir tre a tme nt. It  is
obvious  tha t fla ir va lue  introduces  ce rta in problems  of proof.
The re  mus t be  e s tima te s  of reproduction cos t, and of course
these  are  by necessity es timates , but they are  es timates  of the
cos t of a  p la nt in  e xis te nce . The y a re  clos e  e nough for
pra c tica l purpos e s , a nd  a re  obvious ly more  like ly to  be
corre ct tha n contra ctors ' e s tima te s  of a  pla nt to be  built, on
which e s tima te s  billions  of dolla rs  ha ve  be e n a nd will be
spent

Furthe rmore , with the  comple te  bold<e e ping re cords  now
ke pt, it is  no t too  d ifficu lt o r e xpe ns ive  to  a pply tre nde d
pe rce nta ge s  to origina l cos t a nd the re by obta ln a  tre nde d
origina l cos t, which will se rve  a s  a  ve ry accura te  guide  to the
ge ne ra l e ffe cts  of infla tion, ove r the  life  of the  prope rty
a s  the  ca s e  ma y be  in s ome  ins ta nce s , de fla tion The
origina l cos t of a  pie ce  of re a l e s ta te  or prope rty s ixty ye a rs
old is  obvious ly not a  s ound ba s is  for `udgme nt of va lue
today, and obvious ly fa r more  out of line  than any es tima te  of
re production cos t or of tre nde d origina l cos t. The s e  crite ria
a re  a ls o fa r more  de finite  a nd cla rifying tha n the  va gue  a nd
inde finite  "end re sult

23

24

25

26

Iowa -Illinois  Ga s , 85 N.W.2d a t 42. Tha t is  not to  s a y tha t the  Commis s ion s hould

me cha nica lly a cce pt RCN s tudie s  a nd s imila r e vide nce  of curre nt va lue s  whe n s e tting

ra tes . The  Commis s ion ca n a nd s hould cons ide r te chnologica l a dva nce s  tha t would

re nde r the  curre nt re production of a n ide ntica l pla nt ina ppropria te  in de te rmining the
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FVRB. As  the  S upre me  Court ha s  s ta te d, "it ma y be  s a fe ly ge ne ra lize d tha t the  due

process  clause  never has  been he ld by this  Court to require  a  commiss ion to fix ra te s  on

the  present reproduction va lue  of something no one  would presently want to reproduce

" Ma rke t S t. Ry. v. Ra ilroa d Comm 'ii, 324 U.S . 548, 567 (1945). See  a lso Simms, 80

Ariz. a t 155, 294 P .2d a t 385 (obsolescence  "ce rta inly is  a  ma tte r the  commiss ion would

have  the  right to cons ider in a rriving a t present fa ir va lue").

While  te chnologica l a dva nce s  ma y we ll re s ult in a  fa ir va lue  tha t is  le s s  tha n

origina l cos t in the  ca se  of e le ctric, ga s  a nd te le communica tions  utilitie s , howe ve r, the

oppos ite  is  true  for the  wa te r utility indus try, a s  Mr. Gis le r expla ined. Gis le r Rmd. Rb. a t

3-4. "Technology changes  [in the  wa te r indus try] have  been s low and limited, the re fore ,

obsole scence  has  not been a  problem and facilitie s  have  a  ve ry long life . However, tha t

s a me  la ck of te chnologica l cha nge  ha s  pre ve nte d a ny notice a ble  improve me nt in

productivity and has  meant tha t each new increment of capacity is  more  cos tly." Charle s

F. P hillips , J r., The  Re gula tion of P ublic Utilitie s  - The ory a nd P ra ctice 836 (Zd e d.

1988) (quoting Lore n D. Me lle ndorf, "The  Wa te r Utility Indus try a nd Its  P roble ms ,"

P ublic Utilitie s  Fortnightly Ill (Ma rch  1 7 ,  l9 8 3 )). See  a lso Prie s t, supra , 755 ("Some

modifica tions  obvious ly would be  ma de  if a  wa te r utility's  pla nt we re  to be  re produce d,

but technologica l progress  has  not fundamenta lly a lte red water se rvice  facilities .").

For the s e  re a s ons , the re  is  no ba s is  for RUCO's  be la te d a tte mpt to  conte s t

Cha pa rra l City's  ra te  ba s e . And for the  s a me  re a s on, RUCO's  pa ra de  of horrible s

a rgume nt conce rning othe r utilitie s , s uch a s  Arizona  Public Se rvice  Compa ny ("APS")

(see, e .g., Tr. 188, 193-94), is  irre levant to the  na rrow issue  be fore  the  Commiss ion. In a

subsequent ra te  case , the  FVRB of APS (or any othe r la rge  e lectric and gas  utility) may

be  found to be  grea te r than its  OCRB or le ss  than its  OCRB, depending on the  particula r

facts  and circumstances  of tha t utility, including the  obsolescence  of its  plant. But a s  Dr

Zepp te s tified, wa te r utilitie s  a re  diffe rent from othe r utilitie s  because  the  wa te r indus try



has not experienced any s ignificant technologica l changes tha t would decrease  the  cost of

service . Tr. a t 244-46. See  a lso Prie s t, supra , 755 id. a t 751-54 (ide ntifying s e ve n

d ifficu ltie s  s pe c ifica lly confron ting  wa te r u tilitie s ,  inc lud ing  the  a bs e nce  o f a ny

s ignificant te chnologica l breakthroughs  in the  bus iness  of supplying wa te r, longe r-lived

plant, which subjects  wa te r utilitie s  to grea te r infla tionary impacts , and higher inves tment

in plant pe r dolla r of revenue).
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2.

The  prima ry is s ue  is  the  a ppropria te  ra te  of re turn to a pply to Cha pa rra l City's

FVRB. In De cis ion No. 68176, the  Commis s ion a pplie d the  WACC, 7.6 pe rce nt, to the

OCRB to de te rmine  Cha pa rra l City's  a uthorize d ope ra ting. Se e  Ex. A-R13 a t 7-8, 117,

12, 11 14. This  was  cons is tent with Sta ff"s  recommenda tion tha t "the  Commiss ion adopt

a n ove ra ll ra te  of re turn ("ROR") of 7.6 pe rce nt." Ra mire z S b., Exe cutive  S umma ry.

Unfortuna te ly, a s  the  Court of Appea ls  de te rmined, tha t ra te  of re turn was  applied to the

wrong ra te  ba s e  - the  OCRB, ra the r tha n the  fa ir va lue  of Cha pa rra l City's  prope rty

devoted to public use . Ex. A-R13 a t 12, 11 14, 13, 'it 17. Consequently, applying the  7.6

pe rce nt ra te  of re turn to Cha pa rra l City's  FVRB complie s  with the  Arizona  Cons titution

a nd the  de cis ion of the  Court of Appe a ls . The  a pplica tion of the  WACC-de rive d cos t of

capita l to the  FVRB is  a lso cons is tent with the  decis ions  of othe r jurisdictions , including

the City of AZton and Duke Power decis ions  discussed above , which recognize  tha t the

diffe re nce  be twe e n OCRB a nd FVRB is  be ing fina nce d with inve s tor-s upplie d ca pita l.

See also Tr. 32-33, 115-19.

Neve rthe le ss , S ta ff and RUC() object to applying the  7.6 pe rcent ra te  of re turn to

Cha pa rra l City's  FVRB. For e xa mple , Mr. P a rce ll te s tifie s  tha t "the  conce pt of cos t of

ca pita l is  de s igne d to a pply to a n origina l cos t ra te  ba s e " be ca us e  "the  ra te  ba s e  is

fina nce d by the  ca pita liza tion." Pa rce ll Rod. Dt. a t 4. He  a lso a s se rts  tha t if the  cos t of

capita l is  used as  the  ra te  of re turn and applied to the  FVRB, the  "link be tween ra te  base

The Company's Rate of Return
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a nd ca pita liza tion is  broke n" be ca us e  the  diffe re nce  be twe e n OCRB a nd FVRB "is  not

fina nce d with inve s tor-s upplie d funds  a nd, inde e d, is  not fina nce d a t a ll." Id .  S e e  a ls o

P a rce ll Rod. S b. a t 7-10, S mith  Rmd. Dt. a t 16-17, S mith  Rmd. S b. a t 14-18. RUCO's

witne s s  s imila rly a rgue s  tha t in  s e tting ra te s , "the  focus  is  on the  a ccounting da ta " a nd

tha t "the  s pe c ific  computa tions " us e d  to  de rive  the  cos t of ca pita l "a re  c los e ly tie d  to

a ccounting da ta ." J ohns on Rmd. Dt. a t 12. All of the s e  a rgume nts  a re  ba s e d on prude nt

inve s tme nt/origina l cos t ra te -ma king princ iple s  a nd e rrone ous ly a s s ume  tha t Cha pa rra l

C ity's  c os t o f c a p ita l is  linke d  to  its  O CRB whe n , in  fa c t,  the  WACC wa s  de te rmine d

inde pe nde ntly of Cha pa rra l City's  ra te  ba s e . As  e xpla ine d  be low, the re  is  no  mys tica l

link be twe e n the  WACC a nd OCRB, a s  S ta ff a nd RUCO conte nd
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The Capital Structure Used in the WACC Computation
Does Not Match the Utility's Rate Base, Regardless of
How the Rate Base Is Determined
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In this  case , the  WACC ca lcula tion was  based on Chaparra l City's  actua l, adjus ted

capita l s tructure  as  of December 3 l, 2003, and was determined to be  as  follows

Weighted Dolla r
Return

Long-Te rm De bt

Common Equity

Tota l Ca pita l

Amount

$8,363,309

$11,901 ,727

$20,265,036

5.1 %

9.3 %

2.1 %

5.5 %

7.6 %

$426,529

$1,106,860

881,533,390
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A-R6 a t 16, 26.* By contra s t, the  OCRB a pprove d by the  Commis s ion wa s  $17,030,765

wh ile  th e  F VR B a p p ro ve d  b y th e  C o mmis s io n  wa s  $ 2 0 ,3 4 0 ,2 9 8  Id .  a t 9 . Thus , the

ca pita l s tructure  a dopte d in De cis ion No. 68176 doe s not ma tch e ithe r the  OCRB or the

24
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s  The  column e ntitle d "Dolla r Amount" wa s  ca lcula te d by multiplying the  compone nts  of
the  ca pita l s truc ture  by the ir a uthorize d cos t. Due  to  rounding, the  tota l dolla r a mount
$l,533,390, a ctua lly re duce s  a  re turn of 7.567 pe rce nt, ra the r tha n 7.6 pe rce nt. The  tota l
a nnua l cos t of ca pita l e xpre s s e d in dolla rs  is  a ctua lly $1,540,143 ($20,265,036 x 0.()76)

25
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FVRB. Ins te a d, tota l ca pita l is  gre a te r tha n OCRB by a bout $3.2 million, a nd le s s  tha n

FVRB by about $75,000

The  utility's  WACC is  de rived from its  actua l capita l s tructure  and is  expressed as

a percentage re turn, a nd not a s  a  dolla r re turn. Tha t pe rce nta ge  is  the n a pplie d to the

utility's  ra te  ba se , rega rdle s s  of whe the r the  re sulting re turn produces  the  dolla r cos t of

ca pita l. Boura s s a  Rmd. Rj. a t ll, Tr. 132-33, 140-44. For e xa mple , in the  initia l pha s e

of th is  ca s e , S ta ffs  cos t of ca pita l witne s s  d is cus s e d  the  WACC conce pt a nd the

Company's  capita l s tructure  in the  abs tract, and s imply ca lcula ted a  pe rcentage  WACC

without re fe re nce  to  the  Compa ny's  ra te  ba s e  or the  dolla r re turn  provide d to  the

Company. Ra mire z  Dt.  a t 4 -7 ,  S ch .  AxR-l,  Ra mire z  S b .  a t 2 ,  S ch .  AxR-l. Mr

Ramirez did not discuss  Chapa rra l City's  ra te  ba se  or, for tha t ma tte r, the  ra te  ba se s  of

a ny of the  s ix publicly tra de d wa te r utilitie s  tha t we re  us e d in  the  s a mple  group to

e s tima te  the  cos t of e quity. Id. RUC()'s  cos t of ca pita l witne s s  like wis e  ignore d the

re turn dolla rs  necessary for the  Company to recover its  cos t of capita l, a s  well as  the  ra te

ba s e s  of the  Compa ny a nd his  wa te r u tility s a mple  group, in  de ve loping RUCO's

recommended WACC. Rigsby Dt. a t 41-44, Sch. WAR-1

In  the  re ce n t ra te  ca s e  o f F a r We s t Wa te r & S e we r's  s e we r d ivis ion ,  the

Commiss ion adopted Sta ff' s  proposed capita l s tructure  consis ting of 44 percent debt and

56 pe rce nt e quity, which wa s  the  u tility's  a ctua l, compa ny-wide  ca pita l s tructure

De cis ion No. 69335 (Fe brua ry 20, 2007) a t 13-14. It wa s  irre le va nt in computing the

WACC tha t the  debt was  incurred to cons truct wa te r trea tment facilitie s  ra the r than plant

in  the  s e we r divis ion 's  ra te  ba s e , a nd a ls o irre le va nt tha t the  tota l ca pita l us e d in

computing the  WACC subs ta ntia lly e xce e de d the  s e we r divis ion's  ra te  ba se . Boura s sa

Rmd. Rb. a t 19-20, Tr. 141-43. The  s a me  would be  true  if the  utility's  ra te  ba s e  we re

de te rmine d unde r a  diffe re nt a pproa ch. S e e  Wa lke r Rmd. Rb. a t 12-13 (dis cus s ing

diffe re nt ra te  ba s e  me thodologie s ), Ze pp Rmd. Rj. a t 11-12 (s a me ), Tr. 112. In the s e
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ca s e s , it is  implicitly a s s ume d tha t the  ra te  ba s e  is  be ing fina nce d by de bt a nd e quity

ca pita l in the  s a me percentages a s  the  pe rce nta ge s  of de bt a nd e quity ca pita l in the

utility's  capita l s tructure . But the re  is  norma lly no a ttempt to ensure  tha t the dolla r re turn

is  recovered. What is  instead recovered is  a  re turn on the  particular ra te  base  being used.

In short, the  Commiss ion de te rmined in Decis ion No. 68176 tha t Chapa rra l City's

tota l ca pita l a s  of De ce mbe r 31, 2003, wa s  $20,265,036 Ex. A-R6 a t 16. Tha t ca pita l is

fina ncing the  utility's  ra te  ba s e , i.e ., "the  ne t or de pre cia te d va lue  of the  ta ngible  a nd

intangible  prope rty of the  e nte rpris e ." Phillips , supra , a t 177 (Ex. S -Rl). The  va lue

of tha t prope rty for ra te -making purposes  may be  grea te r than, or le s s  than, the  utility's

tota l capita l, a s  a ll of the  pa rtie s  have  acknowledged. Et., Boura ssa  Rmd. Rb. a t 18-22,

Pa rce ll Rmd. Sb. a t 9, J ohns on Rmd. Sb. a t 7. Whe n the  WACC is  a pplie d to the  ra te

base , it is  a ssumed tha t the  ra te  base  is  be ing financed by the  same percentages  of debt

a nd e quity tha t compris e  the  utility's  ca pita l s tructure . Thus , if the  Commis s ion-

de te rmined WACC were  applied (e rroneous ly) to Chapa rra l City's  OCRB, which tota led

$17,030,765, it is  implicitly a s s ume d tha t 58.8 pe rce nt of tha t ra te  ba s e  is  fina nce d by

common e quity a nd 41.2  pe rce nt of tha t ra te  ba s e  is  fina nce d by long-te rm de bt.

Likewise , if the  Commiss ion-de te rmined WACC is  applied to Chapa rra l City's FVRB o f

$20,340,298, it is  implicitly a s sume d tha t 58.8 pe rce nt of tha t ra te  ba se  is  fina nce d by

common equity and 41 .2 percent of tha t ra te  base  is  financed by long-term debt. Because

the  WACC is  applied to the  ra te  base , regardless  of whether the  resulting re turn produces

the dolla r cos t of ca pita l, the re  is  no the ore tica l or pra ctica l re a s on why the  WACC

cannot be  applied to a  FVRB, given tha t unde r Arizona  law, ra te s  mus t be  based on the

fa ir va lue  of the  utility's  prope rty.
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b. The Determination of the Cost of Equity and the Overall
Rate of Return is Independent of the Rate Base.
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The  me thods  us e d to e s tima te  the  cos ts  of the  compone nts  of Cha pa rra l City's

ca pita l s tructure  a re  a ls o inde pe nde nt of the  ra te  ba s e  to which the  WACC is  a pplie d.

Chaparra l City's  capita l s tructure  has  only two components : long-te rm debt and common

e quity. The  cos t of long-te rm de bt is  de te rmine d by the  te rms  of the  ins trume nts

evidencing the indebtedness, and has nothing to do with the  type of ra te  base used or ra te-

ma king ge ne ra lly. The  cos t of de bt is  s imply the  inte re s t tha t mus t be  pa id a nnua lly to

the  debt holders . Consequently, there  was no disagreement during the  initia l phase  of this

case  rega rding Chaparra l City's  cos t of long-te rm debt, which was  5.1 pe rcent. Ex. A-R6

at 16.

"Although the  cos t of de bt ca n be  de te rmine d from fixe d cos t ra te s , the  cos t

a s s igned to the  equity component of the  capita l s tructure  can only be  e s tima ted." Id. a t

17. In the  initia l pha se  of this  ca se , the  Commiss ion a dopte d S ta ffs  9.3 pe rce nt cos t of

e quity e s tima te , a nd use d tha t cos t in computing the  WACC. Id. a t 25-26. S ta ff a rrive d

a t tha t equity cos t by averaging the  results  produced by applying two finance  models , the

Dis counte d Ca s h Flow ("DCF") mode l a nd the  Ca pita l As s e t P ricing Mode l ("CAPM"),

to a  sample  group of s ix publicly traded wa te r utilitie s . Id. a t 21-22. See also Ex. A-R13

a t 15-27 (dis cus s ing the  me thodology us e d by S ta ff). As  Dr. Ze pp e xpla ine d, the  DCF

mode l a nd the  CAPM a re  ma rke t-ba s e d fina nce  mode ls  tha t re ly on publicly a va ila ble

information on s tocks  traded on a  na tional exchange . Thus , the  results  produced by those

models  are independent of the  ra te  base  to which they are  applied.

The  pa rticula r ve rs ions  of the  mode ls  us e d by S ta ff provide
a n e s tima te  of the  re turn a n inve s tor e xpe cts  to re ce ive  on
dolla rs  inve s te d on s ha re s  of common s tock of a  group of
subs tantia lly la rge r, publicly traded companie s . Both mode ls
re lie d on ma rke t da ta  a va ila ble  from Va lue  Line  a nd othe r
public s ource s . The  ra te  ba s e s  o f the  pub lic ly tra de d
compa nie s  do not fa ctor into the  mode ls . Nor did Cha pa rra l
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City's  ra te  base  factor into the  mode ls . Thus , the  pe rcentage
e quity cos t a dopte d  by the  Commis s ion  in  De cis ion  No.
6 8 7 1 6  is  in d e p e n d e n t o f wh a te ve r fo rmu la  is  u s e d  to
determine the  FVRB .

Ze pp Rmd. Rb. a t 12. S e e  a ls o id. a t 10-12, Boura s s a  Rmd. Rb. a t 16-18. More ove r,

S ta ff its e lf ha s  admitted, in re sponse  to a  Company da ta  reques t, tha t its  cos t of capita l

ana lys is  did not include  any information re la ted to the  type  of ra te  base  to which the  cos t

of capita l would be  applied. Bourassa  Rb. a t 9, EX. 1 (Staff response  to da ta  request 2-5).

Nota bly, othe r juris dictions  s ome time s  us e  diffe re nt me thods  of e s tima ting the

cos t of e quity, including me thods  tha t a re  a ccounting-ba se d ra the r tha n ma rke t-ba se d,

such as  the  Comparable  Earnings  method. The  Comparable  Earnings  method es tima tes

the  cos t of e quity by us ing the  re turn e a rne d on book e quity inve s tme nt by firms  of

compa ra ble  ris ks . Roge r A. Morin, Ne w Regula tory Finance 381 (2006). In dis cus s ing

the  Comparable  Earnings  method, Dr. Morin expla ins  :

re a s on tha t a  diffe re nt
marke t cos t of ca
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The Comparable  Earnings  approach is  fa r more  meaningful in
the  re gula tory a re na  tha n in the  sphe re  of compe titive  firms .
Unlike  indus tria l compa nie s , the  e a rnings  re quire me nt of
utilitie s  is  de te rmined by applying a  pe rcentage  ra te  of re turn
to the  book va lue  of a  utlllty's  inve s tme nt, a nd not on the
ma rke t va lue  of tha t inve s tme nt. The re fore , it s ta nds  to

pe rce nta ge  ra te  of re turn tha n the
ita l be  applied when the  inves tment base  is

s ta ted in book va iile  te rms  ra the r than marke t va lue  te rms . In
a  compe titive  marke t, inves tment decis ions  a re  taken on the
ba s is  of ma rke t price s , ma rke t va lue s , a nd ma rke t cos t of
capita l. If re gula tion's  role  wa s  to duplica te  the  compe titive
re s ult pe rfe ctly, the n the  ma rke t cos t of ca pita l would be
a pplie d  to  the  curre n t ma rke t va lue  of ra te  ba s e  a s s e ts
e mploye d b utilitie s  to provide  s e rvice .
inves tment la se  for ra temaking pu uses  is  expressed in book
value  terms, a  ra te  of re turn on bod ii va lue , as  is  the  case  with
Comparable  Earnings , is  highly meaningful.

But be ca us e  the

Id. a t 394-95 (emphasis  added).

In his  text, Dr. Morin genera lly assumes  tha t utility commiss ions  employ a  prudent

inves tment/origina l cos t approach, under which utility ra tes  a re  es tablished based on the
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book va lue of the  utility's  inve s tme nt in  pla nt a s  oppos e d to  us ing fa ir va lue . See

Boura s s a  Rod. Ry. a t 9-10 (dis cus s ing Dr. Morin 's  "Inve s te d Ca pita l Approa ch" to

computing a  utility's  ope ra ting income  based on its  book inves tment). Despite  Arizona 's

re jection of the  prudent inves tment approach, Dr. Morin's  discuss ion of the  Comparable

Ea rnings  a pproa ch is  s till ins tructive  be ca us e , a s  the  S upre me  Court e xpla ine d in

Duque s ne  Light, 488 U.S . a t 308, the  fa ir va lue  me thod mimics  the  ope ra tion of the

compe titive  marke t.

This  Commis s ion ha s  not us e d Compa ra ble  Ea rnings  or othe r cos t of e quity

e s tima tion a pproa che s  tha t re ly on a ccounting-ba se d e quity re turns . Ze pp Rmd. Rb. a t

11-12. For e xa mple , in a  re ce nt de cis ion s e tting ra te s  for a nothe r Arizona  wa te r utility,

the  Commission s ta ted:

In e s tima ting its  cos t of equity, Arizona  Wate r re lied on a  risk
premium ana lys is  me thodology used by the  [Ca lifornia ] PUC
sta ff, which uses  comparisons  to actua l or authorized re turns
on e quity. This  s ort of "compa ra ble  e a rnings " a na lys is  ha s
long hen discredited for seve ra l rea sons , Marke t-based

more
re liable  es timates  of equity cos t, because  it is  capita l marke ts ,
not regula tory commiss ions  tha t de te rmine  the  cos t of equity.
Us e  of the  ris k pre mium a na lys is  urge d by the  Compa ny
would circumvent the  marke t force s  tha t regula tion a ttempts ,
a s  much a s  pos s ible , to re plica te . T e  ris k p re mium
ana lys is  me thodology e rroneous ly a ssumes  tha t accounting-
based "actua l" ROEs are  equal to the  cost of equity.

Arizona  Wa te r Co., De cis ion No. 68302, 37-38 (Nov. 14, 2005).

me thods  like  the  DCF mode l a nd the  CAP M provide
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These market-based

mode ls , which re ly on the  curre nt marke t price s  of publicly tra de d utility s tocks , a re

ideally suited for use  in determining a  fa ir re turn on a  market-based ra te  base .

In short, it is  clea rly appropria te  to use  a  cos t of equity es timate  derived by means

of the  DCF mode l and the  CAPM (which utilize  marke t-based da ta  tha t is  independent of

a ny ra te  ba se ) to de te rmine  the  re turn on the  fa ir va lue  of Cha pa rra l City's  prope rty. In

order to duplica te  the  competitive  marke t,

the current marke t va lue  of ra te  base  a sse ts e mploye d by utilitie s  to provide  s e rvice ."

"the marke t cos t of capita l would be  applied to



1

2

3

Morin, supra , a t 395 (emphasis  added). That is  what Chaparra l City proposes  in this  case

and, moreover, what the  fa ir value  s tandard requires

v. T HE  R E C O MME NDAT IO NS  O F  S T AF F  AND R UC O  VIO L AT E  T HE
FAIR VALUE S TANDARD AND CANNOT BE ADOP TED

Staff and RUCO propose  a lte rna tive  methodologies  to de te rmine  a  "fa ir va lue  ra te

of re turn" tha t appear to be  based on a  combina tion of the  reasoning behind the  prudent

inves tment me thod, under which the  utility is  compensa ted for a ll prudent inves tments  a t

the ir a ctua l cos t, without re ga rd to the  curre nt va lue  of the  utility's  prope rty, a nd the

ra tiona le  ofHope  Na tura l Gas "end result" te s t, a rguing tha t the  result of the ir respective

recommenda tions  a re  fa ir because  they approximate  the  result produced by applying the

cos t of capita l to the  OCRB. Both pa rtie s  a sse rt tha t a  dolla r re turn to the  Company tha t

would e xce e d the  re s ult produce d by a pplying the  WACC to Cha pa rra l City's  book

inve s tme nt in pla nt would ove rcompe ns a te  Cha pa rra l City a nd its  inve s tors . These

a rguments  ignore  the  fa ir va lue  s tanda rd, unde r which the  appropria teness  of the  re turn

mus t be  judge d in the  conte xt of the  fa ir va lue  of the  utility's  prope rty, not the  his toric

cos t of its  plant or the  book amount inves ted. See , e .g., City of Alton, 165 N.E.2d a t 519

("It would be  incons is tent to judge  the  ove ra ll re turn on the  ba s is  of fa ir va lue  but judge

the  re turn  a ccruing to  common s ha re holde rs  on the  ba s is  of a  pa r va lue  which is

e s s e ntia lly origina l cos t. The  s ignifica nt figure  is  the  ra te  of re turn on common s tock

va lued a t fa ir va lue .")
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Staffs Methodologv for Computing the "Fair Value Rate of Return
Violates Arizona Law

24

Sta ff is  re commending tha t the  Commiss ion compute  a  "fa ir va lue  ra te  of re turn

(the  "FVROR"), which is  the n a pplie d to Cha pa rra l City's  FVRB. S ta ff" s  me thodology

a ppe a rs  to be  ba s e d on Duke  P owe r, s upra . As  in  Du ke P owe r, both  of S ta ff' s



a lte rna tive s  involve  the  re s ta te me nt of Cha pa rra l City's  ca pita l s tructure  into thre e

components , long-te rm debt, common equity and the  FV Increment, with the  la tte r be ing

e qua l to the  diffe re nce  be twe e n Cha pa rra l City's  FVRB a nd its  OCRB. In Duke  Power

the  court e xpla ine d tha t the  utility is  e ntitle d unde r the  fa ir va lue  s ta nda rd "to e a rn the

s a me  ra te  of re turn on this  incre me nt a s  it is  e ntitle d to e a rn on the  re ta ine d e a rnings

(s urplus ) which it ha s  re inve s te d in its  pla nt." 206 S .E.2d a t 281. S ta ff, in contra s t

applie s  ora te  of re turn of 0.00 pe rcent in its  Alte rna tive  l and a  re turn of 1.25 pe rcent in

its  Alte rna tive  2  to  the  FV Incre me n t. P a rce ll Rmd . Dt.  a t 5  (Alte rn a tive  1 ),  9

(Alte rna tive  2)

The  following is  a  comparison of the  ra tes  of re turn and re turn dolla rs  produced by

Sta ffs  two a lte rna tives  and a  prudent inves tment/origina l cos t approach, under which the

WACC is  applied to Chapa rra l City's  OCRB

OCRB Approach

Amount Capita liza tion
Percent

Cost (%) FV (%) Cost in Dollars

1

2

3

4

5

6

7

8

9

10

1 1

12

13

14

15

16

De bt

Equity

Tota l

$7,016,675

$10,014,090

$17,030,765

41.2%

58.8%

100.00%

5.10%

9.30%

2.10%

5.47%

7.57%

$357,850

$931.310

$1 289.161

Sta ff Alte rna tive  1

Amount Capita liza tion
Percent

Cost (%) FV (%> Cos t in Dolla rs

9.30%

1.76%

4.58%

m,

6.34%

18

19

2 0

2 1

2 2

Equity

F VR BI

Tota l

$7,016,675

$10,014,090

$3,309,533

$20.340,299

34.50%

49.23%

16.27%

100.00%

$0

$1 289.161

24
of ca pita l witne s s  pre pa re d his  upda te d e quity cos t e s tima te , the  yie ld on inve s tme nt
grade  bonds was approximate ly 6.0 percent. '
S ta ff in its  CAP M e s tima te s , ba s e d on
pe rcent. Ramirez Sb., Sch. AXR-8. The re  is  no inves tment vehicle  tha t would produce  a
re turn of only 1.25 pe rcent. Tr. 137

To put S ta ff' s  Alte rna tive  2 and 1.25 pe rcent "cos t" in context a t the  time  S ta ff" s  cos t

Ex. A-23 a t 2. The  "ris k fre e " ra te  us e d by
spot ra te s  of inte rme dia te  Tre a surie s , wa s  4.0

26



Sta ff Alte rna tive  2

Ite m Amount Cost (%) FV (%) Cost in Dollars

5.10%

9.30%
De bt

Equity

F VR BI

Tota l

$7,016,675

s10,014,090

$3,309,533

$20,340,299

Capita liza tion
Percent

34.50%

49.23%

16.27%

100.00%

1.25%

1.76%

4.58%

0.00%

6.34%

$357,850
$931,310
$41,369

$1,330,530

1

2

3

4

5

6

7

8

9

10

11

12

13

14

15

16

17

18

19

20

21

22

23

24

25

26

Ze pp Rod. Rb. a t 18-21. S ta ffs  a ctua l re comme nda tions  va ry s lightly - a  re duction in

ope ra ting income  of $4,763 unde r Alte rna tive  1, and a  reduction in ope ra ting income  of

$35,917 unde r Alte rna tive  2. Smith Rmd. Dt., Atta chme nt RCS-2, Sch. A, Atta chme nt

RCS-3, Sch. A. Sta ff has  conceded tha t its  Alte rna tive  l produces  the  same  re sult a s  the

"ba cking~in" me thod a nd tha t, a s  Dr. Ze pp e xpla ine d, a ny diffe re nce  be twe e n the  two

me thods  is  s o le ly the  re s u lt of rounding  off s ome  numbe rs  be fore  computing  the

ope ra ting income . Ex. A-R14, Ze pp Rod. Rj. a t 5-7 a nd Ex. TMZ RJ -l. Thus , S ta ffs

Alte rna tive  1 is  s imply another back-door method of de te rmining opera ting income tha t is

equiva lent to ope ra ting income  produced by means  of the  me thod decla red unlawful by

the  Court of Appea ls .

S ta ff' s  witne s s e s  a tte mpt to  jus tify this  tra ns pa re nt me thodology - which is

a nothe r "s upe rfluous  ma the ma tica l e xe rcis e " inte nde d to  produce  a  ra te  of re turn

equiva lent to applying the  WACC to the  OCRB -- on the  bas is  of "financia l theory." This

"fina ncia l the ory," howe ve r, a ppe a rs  to  ha ve  be e n cribbe d from J us tice  Bra nde is '

dissenting opinion in Southweste rn Bell.

For example , Mr. Pa rce ll expla ins  tha t "[t]he  fundamenta l, unde rlying premise  on

which origina l cos t ra te  base  regula tion is  based is  the  recognition tha t a  utility should be

gra nte d a n opportunity to e a rn its  prude ntly-incurre d cos ts , including ca pita l cos ts ."

Pa rce ll Rmd. Sb. a t 7. He  a ls o e xpla ins  tha t "[s ]ince  the  incre me nt be twe e n fa ir va lue

-33-



rate  base and original cost rate  base is  not financed with investor-supplied funds, it is

logical and appropriate, from a financial standpoint, to assume that this increment has no

financing cost." Parcell Rmd. Dt. at 5. During the hearing, he testified:

Mr. J a me s ] S o  you a re  s a ying theQ. [By
a pproxima te ly $3.3 million diffe re nce  tha t you ca ll in
your te s timony the  fa ir va lue  increment isn't supported
by any investment?

[By Mr.  P a rce ll] Tha t's  corre ct. The  diffe re nce
between original cost ra te  base  and fa ir value  ra te  base
is  not supported by inves tment because  it is  not dolla rs
tha t a re  provide d by inve s tors , the  $17 million ve rsus
the  $20 million.
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It is  not appropria te  for the  company's  inves tors  to
[e a rn a  re turn on the  FVRB incre me nt] be ca us e
inves tors  did not put up the  money to support tha t
differential. Investors are entitled to an opportunity to
ea rn a  fa ir re turn on the ir inves ted dolla rs . But the
dolla rs  tha t they did not inves t a re  not entitled to a
return on. [she] Otherwise, it becomes an adder to the
equity owners.

Tr. a t 348-49. Mr. Smith also argues that assigning a zero cost to the FV Increment is

a ppropria te  be ca us e  "[t]he  diffe re nce  be twe e n the  FVRB a nd OCRB ha s  not be e n

fina nce d by a ny ide ntifia ble  de bt or e quity ca pita l on the  utility's  books ." S mith Rmd.

Sb. a t 18.

This  is  the  prudent inves tment/origina l cos t approach in spades . S ta ff's  approach

a ctua lly ignore s  a pproxima te ly $3.2 million of "ide ntifia ble " de bt a nd e quity on the

Compa ny's  books  by re ducing the  a mount of de bt from $8,363,309 to $7,()16,676, a nd

reducing the  amount of equity from $11,901,727 to $l0,014,090. Compare EX. A-R6 a t

16 with Pa rce ll Rmd. Dt. a t 5 (Alte rna tive  1), 9 (Alte rna tive  2). See a lso Tr. a t 136-37.

According  to  Mr. P urce ll, it is  a ppropria te  to  ignore  the  a dditiona l $3 .2  million  of

invested capita l shown on the  Company's  books because  tota l capita l exceeds the  his toric

cos t of the  Company's  plant a s  re fle cted by its  OCRB. Tr. a t 349-50. In  othe r words ,

A.



S ta ff' s  re comme nda tions  "would fully compe ns a te  the  Compa ny's  inve s tors  for the ir

inve s tme nt" (P a rce ll Rmd. Dr. a t 9), a s  long a s  the ir inve s tme nt doe s  not e xce e d the

origina l cos t of the  utility's  plant.

The  a doption of this  me thod would a ga in viola te  Arizona  la w. Se e  EX. A-R13 a t

13 ("[T]he  Commis s ion a ppe a rs  to be  a dvoca ting the  s e tting of ra te s  ba s e d on the

inves tment made  in the  plant. Howeve r, ra te s  cannot be  based on inves tment, but mus t

be  ba s e d on the  fa ir va lue  of the  utility's  prope rty."). Se e  a lso Ariz. Wa te r, 85 Ariz. a t

203, 335 P.2d a t 415 ("the  amount of capita l inves ted is  immate ria l. Under the  law of fa ir

va lue  a  utility is  not entitled to a  fa ir re turn on its  inves tment, it is  entitled to a  fa ir re turn

on the  fa ir va lue  of its  properties  devoted to public use , no more  and no less .").

B. RUCO's "dilation Adjustment" Violates the Fair Value Standard
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RUCO's  witne ss , Dr. Johnson, be lieves  tha t the  prudent inves tment/origina l cos t

method is  the  only method tha t produces  an appropria te  end result, and tha t if the  current

va lue  of the  utility's  prope rty is  cons ide re d in s e tting ra te s , the  ra te  of re turn mus t be

a djus te d to offs e t the  e ffe ct of de via ting from the  prude nt inve s tme nUorigina l cos t

me thod. Aga in, this  would viola te  Arizona  la w.

Firs t, Dr. Johnson ma inta ins  tha t "[t]he  fundamenta l premise  of the  re turn on ra te

ba s e  a pproa ch to ra te ma king is  to a llow utilitie s  with a n opportunity to re cove r the ir

a ctua l cos ts , including the ir a ctua l cos t of ca pita l, cons is te nt with  wha t occurs  in

compe titive  indus trie s ." J ohns on Rmd. S b. a t ll. All of the  ca s e s  dis cus s e d a bove ,

including Blue  fie ld Wate rworks , McCara 'le , Los  Ange les  Gas , United Ra ilways , S imms,

Arizona  Wa te r, City Of Alton , Duke  P owe r, Iowa -Illino is  Ga s  a nd  Union  Ele c tric ,

involve d the  "re turn on ra te  ba s e  a pproa ch to ra te ma king."

commonly cite d discuss ions  of the  re quire me nts  for s e tting a  fa ir ra te  of re turn wa s  se t

forth by the  Supreme Court in Bluefie ld Waterworks  :

A public utility is  e ntitle d to s uch ra te s  a s  will pe rmit it to

In fa ct, one  of the  mos t

-35-
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e a rn a  re turn on the  va lue  of the  pro e rty which it a m la ys
for the  convenience  of the  public equaito tha t genera lly ageing
ma de  a t the  s a me  time  a nd in the  s a me  ge ne ra l pa rt of the
country on inves tments  in othe r bus iness  undertakings  which
a re  a ttended by corre sponding risks  and unce rta intie s , but it
ha s  no cons titutiona l right to profits  s uch a s  a re  re a lize d or
a nticipa te d in highly profita ble  e nte rpris e s  or s  e cula tive
ventures . The  re turns  s hould be  re a s ona bly s ufficie nt to
ensure  confidence  in the  financia l soundness  of the  utility and
should be adequate under e fficie nt and economica l
management, to ma inta in and support its  credit and enable  it
to ra is e  the  mone y ne ce s sa ry for the  prope r dis cha rge  of its
public dutie s .
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262 U.S. a t 692-93. Notably, the  Court a lso se t as ide  the  commission's  ra te  base  because

it wa s  ba se d on origina l cos t (id. a t 689-92), a nd he ld tha t a  re turn of 6 pe rce nt on fa ir

va lue  was  "subs tantia lly too low," noting tha t recent re turns  were  in the  7% to 8 pe rcent

range  (id. a t 684-95). As these  cases  demonstra te , under the  fa ir va lue  s tandard, which is

intended to mimic the  opera tion of the  compe titive  marke t, the  ra te  of re turn is  applied to

the  fa ir va lue  of the  utility's  prope rty, not to its  UCRB or to the  inve s tme nt re corde d on

its  books . Duquesne  Light, 488 U.S. a t 308.

Dr. Johnson neverthe less  contends  tha t "a  re turn tha t fully compensa tes  inves tors

for the  a ctua l le ve l of ca pita l cos ts , without unduly burde ning cus tome rs ," is  produce d

only "whe n the  WACC is  a pplie d to a n origina l cos t ra te  base." J ohns on Rmd. Sb. a t 3

(emphas is  added). Aga in, this  is  s imply the  prudent inves tment approach. As  expla ined

pre vious ly, whe n the  WACC is  a pplie d to the  OCRB, the  utility's  re turn is  limite d by its

his toric inve s tme nt in pla nt. Whe n the  WACC is  corre ctly a pplie d to the  FVRB, the

utility is  a llowed to ea rn a  fa ir re turn on the  current va lue  of its  prope rty. See , e .g., Duke

P owe r, 206 S .E.2d a t 281, City o fAIton , 165 N.E.2d a t 519. The  fa ct tha t the  re turn

dolla rs  ma y be  gre a te r (or le s s ) tha n would be  produce d unde r the  prude nt inve s tme nt

a pproa ch is  irre le va nt: The  fa ir va lue  s ta nda rd is  inte nde d to re cognize  incre a se s  (a nd

decreases) in prope rty va lues, a nd the re fore  the  re turn dolla rs  ma y be  highe r or lowe r
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than the  re turn dolla rs  produced us ing origina l cos t. Zepp Rmd. Rb. a t 13-16. "As  the

compa ny ma y not be  prote cte d in its  a ctua l inve s tme nt, if the  va lue  of its  prope rty be

pla inly le ss , so the  making of a  jus t re turn for the  use  of property involves  the  recognition

of its  fa ir va lue  if it be  more  tha n  its  cos t." Ra ilroa d Comm 'n, 289 S .W.2d a t 566

(quoting Minnesota  Rate  Cases , 230 U.S . 352, 454 (l913)). See  a lso McCara 'le , 272 U.S .

a t 410-11, Blue fe la ' Wa te rworks , 262 U.S. a t 690.

Dr. J ohns on fina lly a s s ume s  tha t a pplica tion of the  WACC to the  OCRB a lwa ys

yie lds  a n a ppropria te  re sult, a nd the re fore  s e rve s  a s  the  be nchma rk for ra te -ma king in

Arizona :

The  end re sult of a pplying the  WACC (including a n e s tima te
of the  cos t of equity) to an OCRB is  to provide  an opportunity
to a m a  jus t a nd re a s ona ble  re turn. The reasonableness  of
this  e nd re sult has  been confirmed ove r multi Le  decades  by
thousands  of ca re fully reasoned decis ions Both
a nd  aa ppe lla te  courts  throughout the
[A]pp Ying the  WACC to  a  cons is te ntly h ighe r ra te  ba s e
va lua tion (fa ir va lue ) will ne ce s s a ry a chie ve  a n unjus t a nd
unreasonable  re sult - one that overcompensates s tockholders,
and unnecessarily burdens customers.

by regula tors
Unite d S ta te s .
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J ohns on Rmd. Sb. a t 5-6 (e mpha s is  a dde d). This , of cours e , is the  Hope  Na tura l Ga s

"end re sult" te s t, which, a s  discussed above , has  been squa re ly re jected by the  Arizona

courts . See Simms, 80 Ariz. a t 150-51, 294 P.2d a t 381-82, Zepp Rmd. Rb. a t 24-25.

To ensure  tha t Arizona  is  like  othe r jurisdictions  tha t do not require  the  use  of the

fa ir va lue  in se tting ra te s , RUC() proposes  to apply a  2.0 pe rcent "adjus tment factor" to

the  WACC, re ducing the  WACC from 7.6 pe rce nt to 5.6 pe rce nt. J ohns on Rmd. Dt. a t

(unnumbered) 40. The  a pplica tion of 5 .6  pe rce nt to  Cha pa rra l City's  FVRB would

produce  a n ope ra ting income  of $1,l32,278, which is  $162,060 less than the  ope ra ting

income  of $1,294,338 approved in Decis ion No. 68176. Boura ssa  Rmd. Rb. a t 15. This

would produce  a  re turn on Chaparra l City's  book equity of 5.9 percent - 340 bas is  points

less  than the  9.3 percent cos t of equity authorized by the  Commiss ion and affirmed by the



Id. a t 22, Wa lke r Rod. Rb. a t 19.

be ing re gula te d, infla tion a dve rs e ly impa cts  utilitie s  to a  fa r gre a te r e xte nt tha n othe r

bus ine s se s , a nd tha t one  of the  purpose s  of s e tting ra te s  on the  ba s is  of fa ir va lue  of a

utility's  prope rty, a s  oppos e d to tha t prope rty's  his torica l cos t, is  to a llow utilitie s  a

re a sona ble  opportunity to e a rn a  fa ir re turn on the ir prope rty de vote d to public s e rvice .

See  Bourassa  Rmd. Rb. a t 31-32. As one  commenta tor has  expla ined:

compa ra ble  to tha t of e quiva le nt e quity inve s tme nt.
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repre sent pro ra ta  ownership of rea l things

his torica l dolla rs .
u tility p rope rty fo r ra te  purpos e s  c re a te

offe ring

Court of Appea ls  in this  case .

The  p rima ry jus tifica tion  fo r th is  a pproa ch  is  RUCO's  con te n tion  tha t the

applica tion of the  WACC to Chapa rra l City's FVRB "double  counts " infla tion. See, e .g.,

Johnson Rmd. Sb. a t 5 ("the  equity cos t component provides  investors  with compensa tion

for infla tion"), id . a t 16 ("the  thrus t of my [dire ct] te s timony wa s  cle a rly focus e d on

a voiding ove rcompe nsa tion for ge ne ra l infla tion - infla tion tha t is  re cognize d by e quity

inves tors  gene ra lly, because  such compensa tion is  a lready compensa ted for within the

cos t of equity capita l"), Tr. 12-13. RUC() has  ignored the  fact tha t, a s  a  consequence  of

[T]he  utility mus t offe r the  e quity inve s tor e a rnings  pote ntia l
` The

cons ta nt infla tion of re ce nt ye a rs  ha s  ma de  e quityholde rs
a nxious  to s e cure  prote ction from the  de pre cia tion of the
dolla r in  re la tion to re a l things . Mos t e quip inve s tme nts

a n , thus , ha ve  a
po te n tia l e le me nt o f in fla tion  p ro te c tion  la cking  in  de b t
ins truments . Ce rta in mode s  of utility re gula tion, howe ve r,
unde rmine  the  ve ry na ture  of e quity inve s tme nt by fixing,
fo re ve r,  its  va lu e  fo r ra te ma kin g  p u rp o s e s  in  te rms  o f

To the  e xte nt tha t me thods  of va luing
a n unfa vora ble

d is tinc tion  be twe e n  u tility e qu ity inve s tme n t a nd  o the r
po te n tia l e qu ity inve s tme nts , a  u tility's  a b ility to  a ttra c t
ca pita l in compe tition with enterprises
corresponding bus iness  risks , is  severe ly limited. At the  same

utility ra tepaye rs  may rece ive  the  mis taken impre ss ion
a t wording ge ne rous  re turns  to utilitie s . In fa ct

the  pos itions  of the  .e quity owne r of a
cons ta n tly de te rio ra ting  in  compa ris on  to  tha t o f e qu ity
owners of other enterprises

Robe rt A. Webb, "Utility Ra te  Base  Va lua tion in an Infla tiona ry Economy," 28 Ba ylor L

Re v. 823, 825 (1976). If the  inte nt of fa ir va lue  ra te -ma king is  to mimic the  compe titive

time ,
tha t the y.a re

utility e nte rpris e  is
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ma rke t, a s  the  S upre me  Court s ta te d in Duque s ne  Light, a nd a s  Dr. J ohns on ha s  conce de d

(J o h n s o n  R m d .  S b .  a t  ll) ,  th e n  th e  c u rre n t  va lu e  o f th e  u t ility ' s  p ro p e rty m u s t  b e

re cognize d in  s e tting ra te s , a s  oppos e d to  tre a ting e quity owne rs hip in  a  public utility like

a  bond tha t is  a mortize d through the  a ccrua l of de pre cia tion.

In  con tra s t to  unre gula te d  ca p ita l in te ns ive  indus trie s , whe re  the re  is  fre e dom to

in c re a s e  p rice s  s o  th a t re a l c a p ita l - th e  p ro d u c tive  ca p a c ity o f th e  co mp a n y - is  n o t

d iminis he d , re gula te d  u tilitie s  mus t de pe nd on  re gula tory commis s ions  to  re cognize  the

a dve rs e  a ffe c ts  o f in fla tion  in  s e tting  ra te s . In Io wa -Illin o is  G a s , for e xa mple , the  court

h e ld  th a t 7 0  p e rce n t we ig h t s h o u ld  b e  g ive n  to  re p ro d u c tio n  co s ts  a n d  3 0  p e rce n t to

o rig ina l cos t in  s e tting  ra te s  in  o rde r to  o ffs e t the  impa ct o f in fla tion  on  the  u tility.  The

court e xpla ine dl
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The  re ma ining life  u de pre cia te d mus t be  give n a  [curre nt]
va lue . If this  we re  not s o, the  re s ult would be  to pra ctica lly
give  the  consumers  a ll the  benefits  of ownership with none  of
its  dis a dva nta ge s . We  a re  s ure  tha t is  not the  inte nt of the
la w. Os te ns ib le  ga ins  a nd  los s e s  re s u lting  from price
fluctua tions  s hould go with owne rs hip. It is  pointe d out by
the  able  tria l court, adherence  to origina l cos t a lone  when the
p ro p e rty is  in  fa c t p riva te ly o wn e d ,  n e ith e r g ive s  th e
s tockholde r a  rea lis tic income  in high times  nor the  ra te  aye r
a  re a lis tic ra te  in low time s . By e s ta blis hing he re  a ndPnow
fa ir present va lue , we  more  ne a rly s e e  the  income  a nd the
ra tes  s table  in te rms  of rea litie s . In the  future  when economic
conditions  jus tify a  reappra isa l, it should be  made , upward or
downward as the case may be.

85 N.W.2d a t 47. Consequently, during pe riods  of infla tion, "cons ide rable  we ight - more

we ight than the  tria l court will a llow -- mus t be  given to reproduction cos ts  in a rriving a t

a n a djudge d fa ir va lue  of the  compa ny's  prope rty now use d in re nde ring s e rvice  to the

firm cus tome rs  of de fe nda nt city." Id. S e e  a ls o S ta te  e x re l. Mis s ouri Wa te r Co. v

Public Service  Comm 'n, 308 S.W.2d 704, 719-20 (Mo. 1957) (ra te -making agencies  must

give  cons ide ra tion to the  impact of infla tion on utilitie s , following Iowa -Illinois  Ga s )

As  pre vious ly dis cus s e d, the  impa ct of infla tion on wa te r utilitie s  is  pa rticula rly
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acute  because  wa te r utilitie s  a re  capita l intens ive  and utilize  a s se ts  with re la tive ly long

us e ful live s . Thus , "wa te r utilitie s  a re  'diffe re nt' be ca us e  (1) the y a re  compa ra tive ly

sma ll, (2) have  not been able  to ma tch technologica l s trides  with othe r utilitie s , (3) have

not improved the ir ove ra ll load factors  comparably with othe r utilitie s  and (4) continue  to

incur substantia l increases  in cos ts  per cus tomer." Pries t, supra , a t 757. "For the  utility .-.

and the  wa te r company is  the  prime  example  which cannot success fully comba t infla tion

through technologica l advances , there  is  no a lte rna tive  save  increased charges . If a ttrition

which re s ults  from infla tion a nd its  ine xora ble  pe rs is te nce  a re  prove d ..., re gula tory

agencie s  seem obliga ted to dea l with it e ithe r by incre a s ing ra te s  of re turn or by giving

consideration to fa ir value when ra te  bases are  determined." Id. a t 761 (emphas is  added).

RUCO has  conveniently ignored the adverse e ffe cts  of infla tion in its  te s timony,

and ins tead proposes  tha t Chapa rra l City's  ra te  of re turn be  s la shed. But infla tion is  the

loss  of purchas ing power, and it a ffects all aspects of the  utility's  bus ine s s , not s imply its

ra te  of re turn. Mr. Bourassa , for example , compared the  impact of infla tion on Chaparra l

City's  ope ra ting e xpe ns e s  with its  impa ct on Cha pa rra l City's  FVRB a nd ope ra ting

income. Bourassa  Rmd. Rb. a t 42-43. Using an assumed infla tion factor of 4 percent and

the  ope ra ting e xpe ns e s  a nd ra te  ba s e s  de te rmine d in De cis ion No. 68176, ope ra ting

expenses  would increase  by $160,120 during the  one-year period following the  tes t year

Id. In contras t, the  increase  in FVRB and resulting increase  in opera ting income over tha t

same  pe riod would be  only $30,917. Id a t 43. In othe r words , for eve ry additiona l dolla r

of ope ra ting income , the  Compa ny would pa y a n a dditiona l five  dolla rs  of ope ra ting

expenses  due  to infla tion. Thus , infla tion e rodes  the  utility's  e a rnings , even if fa ir va lue

is  used in se tting ra tes . Dr. Johnson ignored this  tes timony in his  surrebutta l

The  impa ct of infla tion is  e xa ce rba te d by the  Commis s ion 's  re fus a l to  a llow

Arizona  wa te r utilitie s  to obta in a djus tme nt me cha nis ms  to re cove r incre a s e s  in ke y

opera ting expenses  outs ide  a  genera l ra te  case . See  Arizona  Wa te r Co., De cis ion No
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68302 43-46 (Nov. 14, 2005) (e limina ting purcha s e d wa te r a nd powe r a djus tme nt

mechanisms), Arizona  Wa te r Co., De cis ion No. 66849 13-14 (Ma rch 19, 2004) (s a me ).

In  th is  ca s e , Cha pa rra l City s ought a u thority to  imple me nt a u toma tic  a d jus tme nt

mechanisms des igned to pass  on increases  (and decreases) in water purchased from the

Centra l Arizona  Project and power purchased from Sa lt River Project and Arizona  Public

Se rvice  Company. Ex. A-R6 a t 31-34. During the  te s t yea r, purchased wa te r and power

e xpe ns e s  tota le d more  tha n $1.3 million, a nd cons titute d 21 pe rce nt of tota l ope ra ting

expenses  and more  than 100 percent of the  opera ting income authorized in Decis ion No.

68176. Boura s sa  Rj., Sch. C-1. The  Compa ny's  re que s t wa s  re je cte d, howe ve r. Ex. A-

R6 a t 33-34. Othe r jurisdictions , in contra s t, a llow utilitie s  to imple me nt a djus tme nts  of

this  na ture  without having to comple te  a  gene ra l ra te  case . Zepp Dt. a t 18-20, Bourassa

Dt. a t 20-22.

Dr. Johnson a lso a rgues  tha t the  Commiss ion should authorize  a  low re turn on fa ir

va lue  in this  case  because  the  Company will recover higher earnings  in future  years  as  its

FVRB increases . See  Johnson Rmd. Dt. a t 29, 31-32. For example , he  has  cla imed tha t

"[t]he  re turn on inves tment provided in a  fa ir va lue  jurisdiction might be  somewha t lower

in the  initia l yea rs , and highe r in the  la te r yea rs ." Id. a t 31. As  the  Company's  witnesses

ha ve  de mons tra te d, howe ve r, Dr. J ohns on's  conte ntion is  s pe cious  for a  numbe r of

re a s ons , including the  s pe cula tive  na ture  of his  a s s ume d infla tion ra te , his  confus ion

a bout how the  RCND ra te  ba se  is  de te rmine d, a nd his  fa ilure  to cons ide r the  impa ct of

de pre cia tion, which e rode s  the  FVRB. Ze pp Rmd. Rb. a t 30-39, Boura s sa  Rmd. Rb. a t

43-47, Walke r Rod. Rb. a t 10-19.

As  a  p re limina ry ma tte r,  Dr.  J ohns on  doe s  no t a ppe a r to  unde rs ta nd  the

me thodology us e d to de rive  the  RCND ra te  ba s e , which e s tima te s  the  curre nt cos t of

re cons tructing the  Compa ny's  wa te r s ys te m, not infla tion. Mr. Boura s s a  de rive d the

RCND ra te  ba se  by me a ns  of a n RCN s tudy, which wa s  ba se d on the  Ha ndy-Whitma n

-41-



a ccount-s pe cific inde xe s  for wa te r utilitie s  in the  P la te a u Re gion. Boura s s a  Dt a t 7-8,

Wa lke r Rod. Rb. a t 3-4 The  RCN s tudy wa s  re vie we d by S ta ff, a nd S ta ff a gre e d with

the  Compa ny's  va lue s . S cott Dt., Exhibit MS J  a t 6. Ne xt, a ccumula te d de pre cia tion,

advances  in a id of construction, and contributions  in a id of construction were  trended and

res ta ted, and deducted from the  RCN va lues  to obta in the  RCND ra te  base . Bourassa  Dt.

a t 8. The  Compa ny did not tre nd or othe rwis e  de te rmine  a  curre nt va lue  for its  re a l

prope rty, fra nchis e s , orga niza tiona l cos ts  a nd othe r inta ngible s . Id. Conse que ntly, the

RCND va lue  is  unde rs ta ted, a s  Mr. Walke r - a  va lua tion expe rt .- te s tified. Walke r Rmd.

Rb. a t 5. Mr. Walke r a lso expla ined during the  hea ring tha t the  Handy-Whitman indexes

do not measure  infla tion, nor a re  they based on genera l infla tion in the  economy, but a re

a ffe cte d by ma ny va ria ble s . Tr. a t 43-45, 50-51. In fa ct, the  inde xe s  ma y be  ne ga tive

the  Ha ndy-Whitma n a ve ra ge  inde x for Tota l Ga s  P la nt de cline d by 4.4 pe rce nt during

2006, while  othe r genera l measures  of infla tion, such as  the  CPI, were  increas ing. Zepp

Rmd. Rb. a t 17, 30

Dr. Johnson a lso provide d incons is te nt te s timony re ga rding his  a s sume d ra te  of
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a t 9. Thus , any purported "infla tion" found in the  es tima te  of current recons truction cos ts

in Mr. Boura ssa 's  RCN s tudy is  offse t by ave raging the  RCND with the  OCRB, which is

ba s e d on his toric cos t a nd conta ins  no "infla tion" If Dr. J ohns on is  a s s uming tha t

Cha pa rra l City's  FVRB is  incre a s ing by 2 pe rce nt e a ch ye a r, the n the  RCND mus t be

incre a s ing by twice  tha t ra te  -- by 4 pe rce nt pe r ye a r. Ze pp Rmd. Rb. a t 37-38. Ye t Dr

Johnson a lso te s tifie d tha t the  a ppropria te  infla tion ra te  is  2 pe rce nt pe r ye a r. Johnson

Rod. Dt. a t 35-40. This  ambiguity has  never been addressed by RUCO

By ru le , a  u tility re quire d  to  tre nd a nd re s ta te  a ccumula te d  de pre cia tion  in

de ve loping its  RCND ra te  ba s e  s o tha t the  ra tio of a ccumula te d de pre cia tion to RCN

plant costs  is  equal to the  ra tio between accumulated deprecia tion and the  plant a t original
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cos t. S e e  A.A.C. R14-2-103(A)(3)(h) & (n) (de fining OCRB a nd RCND). As  s ta te d,

depreciation was trended and resta ted in this  case , as  were advances in a id of construction

and contributions  in a id of cons truction. Consequently, the  Company's FVRB wa s  only

19 pe rce nt gre a te r tha n its  OCRB. Wa lke r Rmd. Rb. a t 5. As  Mr. Wa lke r e xpla ine d,

othe r juris dictions  us e  va rying te s t pe riods  a nd a pproa che s  to de te nnine  utilitie s ' ra te

ba s e s , which produce  diffe re nce s  fa r gre a te r tha n 19 pe rce nt. Id a t 12-13. He  a ls o

pointe d out tha t a uthorize d e quity re turns  for wa te r utilitie s  in othe r jurisdictions  va rie d

cons ide ra bly, with the  9.3 pe rce nt e quity re turn a uthorize d for Cha pa rra l City fa lling in

the  bottom 15 pe rce nt of e quity re turns  a u thorize d  from 2002 through mid-2006,

according to a  Nationa l Associa tion of Water Companies  s tudy. Id. a t 14, Sch. 2.

Moreover, as  Dr. Zepp and Mr. Bourassa  demonstra ted, deprecia tion will continue

to offse t future  increases  in the  Company's  FVRB. The  Company's  ave rage  deprecia tion

ra te  is  3.4 pe rcent. Zepp Rod. Rb. a t 36, Bourassa  Rmd. Rb. a t 41. While  it is  unce rta in

whe the r Dr. Johnson expects  the  va lue  of Chapa rra l City's  RCND ra te  base  to increase

by an average  of 2 percent per year, as  he  tes tified, or by 4 percent per year, which is  the

growth ra te  implie d by his  propos e d a djus tme nt to the  7.6 WACC, in e ithe r ca s e , ove r

time , the  ne t present va lue  of the  Company's  opera ting income will never ca tch up, even

if it is  a ssumed tha t Chaparra l City file s  for ra te  increases  eve ry yea r, which is  obvious ly

unrea lis tic. Zepp Rmd. Rb. a t 35-36, Bourassa  Rmd. Rb. a t 40-41

In s um, RUCO's  ha m-fis te d a djus tme nt, which would re duce  the  Compa ny's

ove ra ll re turn on ra te  ba s e  by ove r 26 pe rce nt a nd the  e ffe ctive  re turn on its  common

e quity by ove r 35 pe rce nt to a  cos t tha t is  e quiva le nt to a  de bt ins trume nt, is  s implis tic

a nd s pe cula tive . Dr. J ohns on ha s  pre s e nte d only va gue  ge ne ra litie s , a nd ha s  ignore d the

specific facts  and a rguments  presented by the  Company's  witnesses . Wate r utilitie s  and

the ir inve s tors  a re  ha rme d by infla tion to a  much gre a te r e xte nt tha n the y might be ne fit

through incre a se s  in the  va lue  of the  utility's  ra te  ba se . Furthe r, it is  unknown whe the r



and to wha t extent the  Company's  FVRB and its  a ctua l rea lized re turn on e quity (which

RUCO a lso ignore s ) a re  a ffe cte d by infla tion. Boura s sa  Rod. Rb. a t 45-47. The  bottom

line  is  tha t RUCO's  re comme nda tion, like  S ta ff s , would  unde rmine  the  fa ir va lue

standard by imposing an arbitrary ra te  of re turn tha t is  less  than investment grade  bond on

a ny utility tha t da re s  to a sk the  Commiss ion to follow the  Arizona  Cons titution a nd use

its  FVRB to se t ra te s . This  would viola te  Arizona  law.

VI. THE C O MP ANY S HOULD BE ALLO WE D TO
REAS ONABLE AMOUNT OF  RATE CAS E EXP ENS E

RECOVER A
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The  Compa ny s e e ks  to re cove r ra te  ca s e  e xpe ns e  e qua l to  $100,000 for a ll

proce e dings  subse que nt to De cis ion No. 68176, including the  a ppe a l a nd this  re ma nd

which re s ulte d dire ctly from the  a ppe a l. EX. A-R3, Boura s s a  Rmd. Rb. a t 9 . This

amount was  es tima ted to be  no more  than one-ha lf of the  amount of additiona l ra te  case

e xpe ns e  a lre a dy incurre d a nd to be  incurre d s ince  De cis ion No. 68176 wa s  is s ue d in

Se pte mbe r 2005. Boura s sa  Rod. Rb, a t 9. This  re ma ins  the  Compa ny's  pos ition toda y,

despite  the  protracted proceedings  and complexity of the  is sues  pre sented by the  othe r

pa rtie s . The  Compa ny ha s  a lwa ys  be e n willing to be a r a  portion of its  cos ts  re s ulting

from the  Commiss ion's  viola tion of the  Arizona  Cons titution.

RUCO took no pos ition on recove ry of ra te  ca se  expense  in its  re filed te s timony,

a nd its  witne s s  did not know RUCO's  pos ition on this  is s ue . Tr. a t 155. S ta ff oppos e s

re cove ry of a ny ra te  ca s e  e xpe ns e  in this  re ma nd proce e ding. S ta ff' s  oppos ition to

re cove ry of a dditiona l ra te  ca s e  e xpe ns e  is  two-fold. Firs t, S ta ff oppos e s  re cove ry of

a dditiona l ra te  ca se  e xpe nse  be ca use  the  Compa ny "me t with only limite d succe ss" on

a ppe a l. S mith Rod. Dt. a t 19-20. S e cond, S ta ff a s s e rts  tha t the  Commis s ion a lre a dy

a wa rde d the  Compa ny a  "norma lize d" le ve l of ra te  ca s e  in De cis ion No. 68176. Smith

Rmd. Sb. a t 28-30. Ne ithe r of these  a rguments  warrants  forcing the  Company to absorb

-44-
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its entire rate case expense for the proceedings.10

According to Mr. S mith, the  Compa ny me t with only limite d s ucce s s  on a ppe a l

because  the  court did not conclude  tha t the  Commiss ion is  bound to apply the  WACC to

the  FVRB. S mith Rmd. Dt. At 19. This  is  the  s a me  re d-he rring firs t a s s e rte d by the

Commis s ion in  the  a ppe a l. S e e  Ex. A-R13 a t 9 , 11  10 . The  court re je cte d  the

Commiss ion's  a ttempt to "recas t" the  Company's  a rgument, and the  Commiss ion should

now re je c t S ta ff'  s  a tte mpt to  do  s o . The  Compa ny ha s  ne ve r a s s e rte d tha t the

Commis s ion is  "bound," "re quire d" or "obliga te d" to a pply the  WACC to the  FVRB.

Et., Tr. a t 59-61, Boura s s a  Rb, Ex. A-R4, a t 10-11. But the  Compa ny doe s  a s s e rt tha t

the  Court of Appea ls  he ld tha t the  Commiss ion viola ted the  Arizona  Cons titution and tha t

this  re ma nd proce e ding is  a  dire ct conse que nce  of tha t holding. S ta ff a dmits  this  to be

true . Tr. a t 286-87. The  Company is  ce rta inly entitled to recover a  reasonable  amount of

ra te  ca s e  e xpe ns e  incurre d in proce e dings  ma nda te d a s  a  re s ult of the  Commis s ion's

unla wful a ction.

Sta ff is  a lso wrong in asse rting tha t Commiss ion a lready awarded the  Company a

sufficie nt le ve l of ra te  ca se  in De cis ion No. 68176. Smith Rmd. Sb. a t 28-30. Mr. Smith

admitted tha t the  Commiss ion's  award of ra te  case  expense  in Decis ion No. 68176 could

not ha ve  a ccounte d for ra te  ca se  e xpe nse s  to be  incurre d succe ss fully cha lle nging the

va lidity of the  de cis ion. Tr. a t 298. The  re cove ry of ra te  ca se  e xpe nse  sought he re in is

clea rly in addition to the  so-ca lled "normalized" leve l of ra te  case  expense  de te rmined by

the  Commiss ion to cove r the  proce e dings  le a ding up to De cis ion No. 68176. Boura s sa

Rmd. Rb. a t 11-13. The  only wa y for the  Compa ny to re cove r a  portion of the  ra te  ca se

10

a ppe a l from a  ra te  ca s e . S ta ff la te r a dmitte d , howe ve r, tha t th is  s ta tu te  is  not a pplica ble
to this  proce e ding a s  it doe s  not pre ve nt the  ACC from a wa rding ra te  ca s e  e xpe ns e . S e e
E x.  A-R l5 .

-45-



1

2

e xpe ns e  it ha s  incurre d s ince  the  de cis ion wa s  is s ue d in S e pte mbe r 2005 is  for the

recovery of additional ra te  case  expense  to be  approved in this  proceeding

In sum, the  Company is  reques ting a  ve ry rea sonable  leve l of ra te  ca se  expense

cons ide ring the  na ture , timing a nd comple xity of the  s ubje ct proce e dings . RUCO ha s

re ma ine d s ile nt. S ta ffs  re comme nda tion is  illogica l, a rbitra ry a nd punitive  in light of the

Court of Appea ls ' decis ion and manda te . The  Company should be  authorized to recover

$100,000 in rate  case expense for this  remand proceeding

4

5

6

7

8 VII. C O NC LUS IO N

10

11

12

13

14

15

16

For the  fo re going  re a s ons , Cha pa rra l City re que s ts  tha t its  p ropos e d  ra te

adjus tments  be  approved and tha t it be  a llowed to implement its  proposed surcha rge  to

re cove r the  re ve nue  de ficie ncy tha t re sulte d from the  Commis s ion's  prior fa ilure  to s e t

ra te s  ba se d on the  fa ir va lue , toge the r with a dditiona l ra te  ca se  e xpe nse  incurre d from

Octobe r 1, 2005 through the  conclus ion of this  re ma nd proce e ding in the  a mount of

$100,000

RES P ECTFULLY S UBMITTED this day of March, 2008

FENNEMORE CRAIG

f n

18

19

20

By
MA-

Norman D. Jame
Jay L. She
3003 Nortfx Centra l Ave., Suite  2600
Phoenix. Arizona  85012
Attorneys  for Chapa rra l City

Water Company

22 ORIGINAL and 13 copie s  of the  foregoing
de live red for filing this6 *' "day of March, 2008, to

24

25

26

Docke t Control
Arizona  Corpora tion Commiss ion
1200 W. Washington St
Phoe nix, AZ 85007



1 COP Y ha nd-de live re d th is ay of March, 2008, to

3

Lyn Fa rme r, Es q
Chie f Adminis tra tive  La w J udge
He a rin g  Divis io n
Arizona  Corpora tion  Commis s ion
1200 We s t Wa s hington
P h o e n ix.  AZ 8 5 0 0 7

8

9

10

11

12

Janet Wagner, Esq
Ke ith La yton, Esq
Le ga l Divis ion
Arizona  Corpora tion Commiss ion
1200 West Washington
P hoe nix. AZ 85007

Da nie l P oze fs ky, Es q
Re s ide n tia l Utility Cons ume r Office
1110 W. Wa s hington, S te . 220
P h o e n ix.  AZ 8 5 0 0 7

14

By
16

17

18

19

20

22

24

26

47



<r

3
I\
O)
O)

88
88

'o
82
g»-|r 8\-

.n ea

.::

2

: _ w

45833 he <49

' o
c
m
E
w

Hz

8Qovm_o
N

I;
n_v
(D

82
N
Q
of:

o'>

8
9
m_

w
1 -

w.
no
o>

co
of
N
*Q
1-

N(D
n_r-v'
'Q1-

88we
3
§

<"'v-
'Q
gt

GB 69 ea 9; he v>

(D
r~ (D

of

18
1-

"84¢o8
8888

of§cnN..-8
8
3(*)

no
(1)
(")_

8
n _
1 -

BE

3
LO

88
c o

(D

33
l~
o
v"~`_.

N (O (D

888
N N
5.33,1- r-

he

4:84

918
8<-

45
' c
(5
E
m

E '
G.)
>
8
Qc

.Q

.Q

'8 I;N n_8 v
_ cooN 2

en 99 9 (49 (49 he 99 ea he

5

g
2
'E
8

o

3 3

Q 8
§ 8

88458

8882
388

49283358 q)w
m
m

2.c
|-
If)

3c
U
m
E*
G)
>
o
8
a

c
.9
85

__oO..
82

onc'c
OJ

a
2
gLLE

8 m
E
8
E

a>
E
8
E

3
N
m
q)
2
cy
>
_u
(U

IJ..
C
o

w:s
c
G)>
w
as

>-E
>-

o

'G

o
m

o

c
3U
n:
o
m
la
re

>oc
.Qo
I :0o
m
Eoo
.E

g
<

o o
w

..8
ws
.EE
$8
E u '6

ea C

8.8'@>>"g>>LLf:='"
='@w

g ' u

.Q ' :,g a

8 8*e>o*¢6g
M Yc'¢3£ 8 9
8M 28

8
G)

q)

g
m

2
m
m

E
>
\.

8

on
C
u
E
ea
Q
O
'o
810
L;
<

E
3
oz
oz
m-
o
2
m
nr
44

Q
J
o

o»c
4-1
8
anQ.
o
'c
.3
o'
w
Cr

'c
.8
:s
c '
ea
nr

cm
.E
E
oQ.
O

C
.Q
me
o
E
o
o
U)
5
c
q)>
v
M
mw
8
(9

8
ea

oEn:

3 3g 6
3 'é8  9 8
8  g t
E  88

.58*§§
.9828
3%.,8
3-88,
8§_8

o2 c
v- > 0
8 m o 3=av ,-. cu0>- 41
4 -o 4-1L C x.q).Q
gz <=.-

V ) o|-

8
2 s'

s' 8
3a g
" 3

_§ 'GE
88 32
El 8?

8885888
§88>-ggg

§§§

<u'¢
c>:$§888
>8<<_w

2'

8
8.9

33
83
i s
Q

3,9
41
O

jg§
:Q

* 8
,go
88

.Ge
g88

383
§'§§
g_:g.
z-§§
§"6

3;, g
39?

G) Q n¢*>~=rl.o¢ol~ooo>c> nm<ru'>co1~ooo> <*><rm<os~eoo>o. 8 9 * " l ¢ " 1 ' l N ¢ 9 ' \ W ° ) ' - l - ' - ' - ' - l - l - ' - ' - - l - ¢ q (q(\lpl(\lplg\l¢q(\l85(g;l)¢v)(\r)(v)(v)(v)(v)(v)q»;-9



5
I_IJ D)_ m 3_ QU '5

G) v 3
q) 'U

a> ea

:1

7><i:<n¢n¢/un

Zwmmmm
l-EEEEE

ck rr nc nc zr

c C C

11. é c : c c
u. LL Ll. LL Ll.

6 ,: 8 o <
(1) we ID w I* of CON m ¢ m m w m _ , N , _ _ * _

CO 6 6 ac

of: <r |\ to o n¢"'<rI.r>¢ow5mmmmm



Chaparral City Water Company - Remand
Test Year Ended December 31, 2003

Revenue Summary
Vwth Annualized Revenues to Year End Number of Customers

Exhibit
Final Remand Schedule H-1
Page 1
V\Atness: Bourassa

Percent
Change

Meter
Size

3/4 Inch
3/4 Inch
3/4 inch
1 Inch
1 Inch
1 Inch

1.5 Inch
1.5 Inch
1.5 Inch
2 Inch
2 Inch
2 Inch
3 Inch
3 Inch
3 Inch

Zone
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3

Decision
68176

Revenues
$ 2,040,509

932,860
609,258
438,162
825,588
464,253

14,449
11 ,228
3,435

80,518
34,185

896
7,357
5,830

Remand
Revenues

$ 2,156,703
985,793
648,796
462,977
872,257
490,527
15,263
11,862
3,628

85,046
36,106

948
7,770
6,161

Dollar
Change

$ 116,194
52,933
34,538
24,815
46,668
26,273

814
833
193

4,528
1,921

52
413
331

5.69%
5.67%
5.67%
5.66%
5.65%
5.66%
5.63%
5.64%
5.61%
5.62%
5.62%
5.75%
5.61%
5.67%

Percent
of

Present
Water

Revenues
29.32%
13.40%
8.75%
6.30%

11.86%
6.67%
0.21 %
0.16%
0.05%
1.16%
0.49%
0.01 %
0.11 %
0.08%
0.00%

78.57%

Percent
of

Remand
Water

Revenues
29.32%
13.40%
8.75%
6.29%

11 .B6%
6.67%
0.21%
0. 16%
0.05%
1 .16%
0.49%
0.01%
0.11%
0.08%
0.00%

78.56%

Class
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential

Subtotal 5.67%

I
I
I
I
I
I
I
I
I

s 5,468,529 s 5,778,835 s 310,306

s el ,358
8,325

$ 64,813
8,793

$ 3.455
469

5.63%
5.63%

61,018
7,954
1 ,692

79,326
42,671

64,462
8,403
1 ,788

83,796
45,067

3,444
449
96

4,469
2,396

5.65%
5.64%
5.68%
5.63%
5.61%

3/4 Inch
3/4 Inch
3/4 Inch
1 Inch
1 Inch
1 Inch

1.5 Inch
1.5 Inch
1.5 Inch
2 Inch
2 Inch
2 Inch
3 Inch
3 InCh
3 Inch
4 Inch
4 Inch

Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 3

161,456
43,561
10,083
12,195
4,098

170,539
46,015
10,650
12,886
4,330

9,083
2,454

567
691
232

5.63%
5.63%
5.62%
5.67%
5.65%

0.88%
0.12%
0.00%
0.88%
0.11%
0.02%
1 .14%
0.61%
0.00%
2.32%
0.63%
0.14%
0.18%
0.06%
0.00%
0.10%
0.19%
7.39%

0.88%
0.12%
0.00%
0.88%
0.11%
0.02%
1.14%
0.61%
0.00%
2.32%
0.63%
0. 14%
0.18%
0.06%
0.00%
0.10%
0.19%
7.38%

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

Subtotal

7,249
13,108

514,094 $

7,658
13,843

s4a,o4s $

409
736

28,948

5.64%
5.61%
5.63%

1 Inch Industrial Zone 3 2,900 $ 3,063 $ 163 5.62% 0.04% 0.04%

Zone 1
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 1
Zone 3

$

$

s s $

I

I
I

I
|
| 3/4 Inch

3/4 Inch
1 Inch
1 Inch
1 Inch

1.5 Inch
2 Inch
3 Inch
4 Inch
6 Inch

5.75%
5.74%
5.77%
5.77%
5.77%
5.76%
5.78%
5.76%
5.77%
5.77%
5.77%

1 .11%
0.00%
2.56%
0.00%
0.00%
1.85%
2.21%
0.02%
1 .11%
3.57%

12.23%

1.11%
0.00%
2.56%
0.00%
0.00%
1.65%
2.21%
0.02%
1.11%
3.57%

12.24%

Irrigation
lnrigation
Irrigation
llligation
Irrigation
lm'gatiqn
Irrigation

FHMeterlrr
irrigation
Irrigation
subtotal $

$

77,141
59

177,982
45

208
115,020
153,803

1 ,644
77,265

248,148
851,314 $

$

81,584
62

188,251
48

220
121 ,648
162,669

1,739
81 ,720

282,481
900,402 $

4,442
3

10,269
3

12
6,629
8,866

95
4,456

14,313
49.088

3/4 Inch
3/4 Inch
1 !rich
3 Inch
1 Inch

No Zone
Zone 1
Zone 1
Zone 1
Zone 2

$
$

5.77%
5.74%
5.77%
5.76%
5.77%
5.77%

0.47%
0.00%
0.01 %
0.01 %
0.01 %
0.50%

o.47%
0.00%
0.01%
0.01%
0.01%
0.50%

Line
' M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46
47
48
49
50
51
51
52
53
54
55

Construction
Construction
Construction
Construction
Construction

Subtotal $

32,660
179
829
400
502

34,570 $

34,544
189
877
423
531

36,564 $

1,884
10
48
23
29

1,994

z I
I



Chaparral City Water Company - Remand
Test Year Ended December 31, 2003

Revenue Summary
With Annualized Revenues to Year End Number of Customers

Exhibit
Final Remand Schedule H-1
Page 2
V\htness: Bourassa

Line Meter

Decision
68176 Remand Dollar

Revenues Revenues Chanqe
$ 32,208 $ 34,029 $ 1,821

Percent
of

Present
Water

Revenues

Percent
of

Remand
Water

Revenues

N/A
N/A
N/A

Zone  1
Zone  2
Zone  3

0.10%

Class
Fire Hydrant Meter
Fire Hydrant Meter
Fire Hydrant Meter

Subtotal $ 83,236 $ 4,724

Percent
Change

5.65%
5.68%
5.69%
5.68% 1.20% 1.20%

Zone 1
Zone 2
Zone 3

87,960 $

4.823 $ 0.00% 0.07%
Hre Sprinkler
Fire Sprinkler
Fire Sprinkler

Subtotal 5.183 s
0.00%
0.00% 0.07% 0.07%

11
12
13

1 Inch
1.5 Inch

Bypass Meter
Bypass Meter

Subtotal

Zone 1
Zone 1

$

$

16
16
31

5.77%
5.77%
5.77%

0.00%
0.00%
0.01%

14
5.68% 100.00% 100.00%

Subtotal s 6,960.371 s 7,355,626 $ 395,255

Revenue Annualization

Meter Dollar
Change

Percent
Additional
Bills to be

Issued

Additional
Gallons to
be Pumped
(In 1.000's1

11 .329Zone 1

Decision
68176 Remand

Revenues Revenues
$ 19,332 $ 20,433

20.433 5.66%
5.65%
5.66%

45

5.62%

1 8
19
20
21
22
2 3
24
2 5
26
27
2 8
29
3 0
31
32
3 3
34
3 5

3/4 Inch
3/4 Inch
3/4 Inch
1 Inch
1 Inch
1 Inch

1.5 Inch
1.5 Inch
15  I nch
2 Inch
2 Inch
2 Inch
3 Inch
3 Inch
3 Inch

Zone  3
Zone  1
Zone  2
Zone  3
Zone  1
Zone  2
Zone  3
Zone  1
Zone  2
Zone  3
Zone  1
Zone  2
Zone  3

5.61%

Class
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential

Subtotal 87.169 5.67%

5.62%

(270) (286)
5.65%
5.62%
5.70%
5.63%

3 8
3 9
40
41
42
43
44
45
45
47
48
4 9
50
51
52
5 3
54

3/4 Inch
3/4 \rich
3/4 Inch
1 Inch
1 Inch
1 Inch

1.5 Inch
1.5 Inch
1.5 Inch
2 Inch
2 Inch
2 Inch
3 Inch
3 Inch
3 Inch
4 Inch
4 Inch

Zone  1
Zone  2
Zone  3
Zone  1
Zone  2
Zone  3
Zone  1
Zone  2
Zone  3
Zone  1
Zone  2
Zone  3
Zone  1
Zone  2
Zone  3
Zone  1
Zone  3

5.71%

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial

Subtotal 5.63%



Chaparral City Water Company -Remand
Test Year Ended December 31, 2003

Revenue Summary
V\hth Annualized Revenues to Year End Number of Customers

Exhibit
Final Remand Schedule H-1
Page 3
V\Atness: Bourassa

Mete  r

Revenue Annualization
Decision

88176
Revenues

Remand
Revenues

Dollar Percent
Change

Additional

Bills to be
Issued

Additional
Gallons to

be Pumped
(In 1,000'Sl

Line
No Class

1 Inch Indus tria l Zone 3

4
5
6

3/4 Inch
3/4 Inch
1 Inch
1 Inch

5.76%
5.74%
5.77%
5.77%
5.77%

(208)(415)

(208) (220)

1.5 Inch
2 Inch
3 Inch
4 Inch
e Inch

Zone 1
Zone 3
Zone 1
Zone 2
Zone 3
Zone1
Zone 1
Zone 3

5.76%
5.75%

9
10
11
11
12
13

Irrigation
litigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation

FH Meterlrr
Irrigation
Irrigation
Subtotal 70.073

5.77%
5.77%

16.728 5.77%3/4 Inch
3/4 Inch
1 Inch
3 Inch
1 Inch

No Zone
Zone 1
Zone 1
Zone 1
Zone 2

(105)
(423)

5.77%
5.76% (163)

15
16
17
18
19
19
20

Construction
Construction
Construction
Construction
Construction

Subtotal 16.229 17.165 5.77%

N/A
N/A
N/A

Zone 1
Zone 2
Zone 3

(3,933) (4,156) (223)

5.64%
5.68%
5.67%
5.65%

(576)
Fire Hydrant Meter
Fire Hydrant Meter
Fire Hydrant Meter

Subtotal 12.315

26 Fire Sprinlder
Fire Sprinlder
Fire Sprinkler

Subtotal

Zone 1
Zone 2
Zone 3

000%

189.957
7.150.328

102.269

7.556.426

102.269

406.098

0.00%
11 .42%
5.68%

0.00%
0.00%

2 9
3 0
31

3 2
3 3
3 4

Totals
Total Revenues with Revenue Annualization

Miscellaneous Revenues
Reconciling Difference to Decision
Total Revenues $ 7,310,440 s 7,716,538 $ 406,098



Chaparral City Water Company - Remand
Test Year Ended December 31, 2003
Analysis of Revenue by Detailed Class

Exhibit
Final Remand Schedule H-2
Page 1
Fitness: Bourassa

(a)
Average

Number of
Customers

at
12/31/2003

Revenues
Present Rb. Remand
Rates Rates

$ $5,274
1 ,820
1 ,084

770
1 ,294

789
10
9

30.37
41 .15
45.88
46.75
52.32
48.44

120.59
103.76
284.47
269.71
235.44

74.68
555.79
242.92

32.10
43.48
48.48
49.40
55.27
51 .18

127.38
109.61
300.41
284.84
248.66
78.97

586.96
256.70

Remand Increase
Dollar Percent

Amount Amount
1 .73
2.33
2.60
2.65
2.96
2.74
6.79
5_85

15.94
15. 13
13.22
4.29

31 .17
13.78

3/4 Inch
3/4 Inch
3/4 Inch
1 Inch
1 Inch
1 Inch
1.5 Inch
1.5 Inch
1.5 Inch
2 Inch
2 Inch
2 Inch
3 Inch
3 Inch
3 Inch

lass, and Zone
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3

1

2 4

1 2

1

1

2

Average
Consumption

7,656
11 ,437
13,000
9,544

11 ,752
10,215
29,839
23,157
89,000
78,060
64,458

667
162,615
38,458

5.70%
5.67%
5.67%
5.66%
5.65%
5.66%
5.63%
5.64%
5.60%
5.61%
5.62%
5.75%
5.61%
5.67%
0.00%

Meter Size, C
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Residential
Subtotal t1,090

101
13

13,037
14,106

48.51
51 .74

51,24
54.65

2.73
2.91

79
8
3

47
g

15,468
20,384

7,795
35,206

121,472

61 .68
74.07
42.34

134.12
382.86

65.15
78.23
44.74

141.66
404.32

3.48
4.16
2.40
7.54

21 .46

44
14
3
4
1

83,244
67,030
77,639
44,298
72,417

282.78
241.92
268.65
257.63
328.49

298.63
255.50
283.72
272.23
347.03

15.85
13.58
15.07
14.60
18.54

5.62%
5.62%
0.00%
5.63%
5.62%
5.67%
5.62%
5.61%
0.00%
5.61%
5.62%
5.61%
5.67%
5.64%
0.00%
5.63%
5.60%

3/4 inch
3/4 Inch
3/4 lICh
1 Inch
1 Inch
1 Inch
1.5 Inch
1.5 Inch
1.5 Inch
2 Inch
2 Inch
2 Inch
3 Inch
3 Inch
3 Inch
4 Inch
4 Inch

Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Commercial
Subtotal

Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 2
Zone 3
Zone 1
Zone 3

1

1

328

142,583
322,417

586.31
1,039.49

619.33
1 v097.69

33.02
58.20

Industrial Zone 3 1 75,000 237.71 251 .05 13.34 5.61%
1 Inch

Line
M
1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34
35
36
37
38
39
40
41
42
43
44
45
46

3/4 Inch
3/4 Inch
1 Inch
1 \rich
1 Inch
1.5 Inch
2 Inch
(a) Avera

Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation
Irrigation

ge number

Zone 1 144 19v833 44.54
Zone 3 o 750 14.77
Zone 1 159 45,059 92.99
Zone 2 0 - 22.70
Zone 3 1 7,667 34.66
Zone 1 63 68,425 152.14
Zone 1 52 111,712 247.27

r of customers of less than one (1), indicates that less than 12 bills were

47.10 2.56
15.62 0.85
98.36 5.37
24.01 1.31
36.66 2.00

160.91 8.77
261 .53 14.25

issued during the year.

5.76%
5.74%
5.77%
5.77%
5.77%
5.76%
5.76%

I elul



Chaparral City Water Company - Remand
Test Year Ended December 31, 2003
Analysis of Revenue by Detailed Class

Exhibit
Final Remand Schedule H-2
Page 2
V\htness: Bourassa

3 Inch
4 Inch
6 Inch

Meter Size, Class, and Zone
FHMeterlrr Zone 3
Irrigation Zone 1
Irrigation Zone 1
Subtotal

(a)
Average

Number of
Customers

at
12/31/2003

1
4
3

428

Average
Consumption

11 .800
886,333

3,895,000

Revenues
Present Rb. Remand
Rates Rates
164.41 173.87

1 ,609.68 1 ,702.51
6,530.20 6,906.87

Remand Increase
Dollar Percent

Amount Amount
9.46 5.76%

92 .83 5.77%
376.67 5.77%

3/4 Inch
3/4 Inch
1 Inch
3 Inch
1 Inch

Construction
Construction
Construction
Construction
Construction
Subtotal

No Zone
Zone 1
Zone 1
Zone 1
Zone 2

7
1
1
0
1

11

226,517
833

23,429
163,000
12,250

366.97
14.90
59.25

400.28
41 .81

388.13
15.76
62.67

423.35
44.22

21 .17
0.86
3.42

23.07
2.41

5.77%
5.74%
5.77%
5.76%
5.77%

N/A
N/A
N/A

Fire Hydrant Meter
Fire Hydrant Meter
Fire Hydrant Meter
Subtotal

Zone 1
Zone 2
Zone 3

9
2

17
29

58,255
33,379
26.683

292.80
230.12
213.24

309.36
243.19
225.38

16.56
13.07
12.14

5.65%
5.68%
5.69%

Zone 1
Zone 2
Zone 3

2 10.01
10.00
10.00

10.01
10.00
10.00

0.00 0.00%
0.00%
0.00%

N/A
N/A
N/A

Fire Sprinlder
Fire Sprinkler
Fire Sprinkler
Subtotal

40
2
1

43

1 Inch
1.5 Inch

Bypass Meter
Bypass Meter
Subtotal

Zone 1
Zone 1

1
1
2

0
0

22.70
22.7

24.01
24.01

1.31
1.31

577%
5.77%

Line
NO

1
2
3
4
5
6
7
8
9
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30

Totals 11,931_

(a) Average number of customers of less than one (1), indicates that less than 12 bills were issued during the year.
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Chaparral City Water Company - Remand
Bill Comparison Present and RJ. Remand Rates

Meter Size: 3/4 Inch Residential

Exhibit
Final Remand Schedule
Page

H-4

1

Line

M Usage
Percent
Increase

$ $

$ 13,60
Present Rates:
Monthly Minimum:
Gallons in Minimum
Charge Per 1,000 Gallons
Up to 3,000
Up to 9,000
Over 9,000

$
$
$

1 .68
2.52
3.03

$ 14.38

1 ,000
2,000
3,000
4,000
5,000
6,000
7,000
8,000
9,000

10,000
12,000
14,000
16,000
18,000
20,000
25,000
30,000
35,000
40,000
45,000
50,000
60,000
70,000
80,000
90,000

100,000

Decision
68176

Present

QM
13.80
15.28
16.96
18.64
21 .16
23.68
26.20
28.72
31 .24
33.76
36.79
42.85
48.91
54.97
61 .03
67.09
82.24
97.39

112.54
127.69
142.84
157.99
188.29
218.59
248.89
279.1 g
309.49

Proposed

M
14.38
16. 16
17.94
19.72
22.38
25.04
27.70
30.36
33.02
35.68
38.88
45.28
51 .68
58.08
64.48
70.88
86.88

102.88
118.88
134.88
150.88
166.88
198.88
230.88
262.88
294.88
326.88

Dollar
Increase
$ 0.78
$ 0.88
$ 0.98
5 1.08
$ 1 .22
$ 1 .36
$ 1 .50
$ 1.54
$ 1 .78
$ 1 .92
$ 2.09
$ 2.43
$ 2.77
$ 3.11
$ 3.45
$ 3.79
s 4.64
$ 5.49
$ 6.34
$ 7.19
$ 8.04
$ 8.89
$ 10.59
$ 12.29
$ 13.99
$ 15.69
$ 17.39

5.74%
5.76%
5.78%
5.79%
5.77%
5.74%
5.73%
5.71 %
5.70%
5.69%
5.68%
5.67%
5.66%
5.66%
5.65%
5.65%
5.64%
5.64%
5.63%
5.63%
5.63%
5.63%
5.62%
5.62%
5.62%
5.52%
5.62%

Proposed Rates:
Monthly Minimum:
Gallons in Minimum
Charge Per 1,000 Gallons
Up to 3,000
Up to 9,000
Over 9,000

s
$
s

1 .78
2.66
3.20

34.33 $ 36,28 $ 1 .95 5.69%

=

1
2
3
4
5
6
7
8
g
10
11
12
13
14
15
16
17
18
19
20
21
22
23
24
25
26
27
28
29
30
31
32
33
34

Average Usage
9,187 $

Median Usage
4,501 $ 22.42 $ 23.71 $ 1 .29 5.75%

l I ll I I I II l 1 | -



Chaparral City Water Company
Money Factors for Revenue Deficiency

Post-Hearing
Schedule

1st Year Revenue Deficiency Factors

$

Key Components:
Interest Rate
1st Year Revenue Deficiency
Money Factor (October 2005 through May 2008)
1st Year Revenue Deficiency plus Interest through May 2008 $

7.60%
409,666
1.2157

498,031

Factor

Additional
Interest
Beyond

Mav 2008

$

Monthly
Increase

$

Months Beyond
May 2008

1
2
3
4
5
6
.7
8
9

10

1 .2232 $
1.2307
1.2382
1 .2458
1.2534
1.2611
1.2688
1 .2766
1.2844
1 .2922

Total
1st Year

Deficiency
With Interest

501,103
504, 176
507,248
510,362
513,475
516,630
519,784
522,979
526,175
529,370

3,072
6,145
9,217

12,331
15,444
18,599
21,753
24,949
28,144
31,339

3,072
3,072
3,072
3,113
3,113
3,154
3,154
3,195
3,195
3,195

2nd Year Revenue Deficiency Factors

$

Key Components:
Interest Rate
2nd Year Revenue Deficiency
Money Factor (October 2006 through May 2008)
2nd Year Revenue Deficiency plus Interest through May 2008 $

7.60%
409,666

1.1298
462,841

Factor

Additional
Interest
Beyond

Mav 2008
s

Monthly
Increase

$

Months Beyond
Mav 2008

1
2
3
4
5
6
7
8
9

10

1.1368
1.1437
1.1507
1.1578
1.1649

1.172
1.1792
1.1864
1.1937

1.201

Total
2nd Year

Deficiency
With Interest
$ 465,708

468,535
471,403
474,311
477,220
480,128
483,078
486,028
489,018
492,009

2,868
5,694
8,562

11,471
14,379
17,288
20,237
23,187
26,178
29,168

2,868
2,827
2,868
2,909
2,909
2,909
2,950
2,950
2,991
2,991


